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IN THE 


United States Court of Appeals 

for the District of Columbia 


No. 7829. 


ST. FRANCIS HOSPITAL, Petitioner, 

v. 

GUY T. HELVERING, Commissioner of Internal Revenue, 

Respondent. 


Petition to Review Decision of the United States Board of 

Tax Appeals. 


BRIEF FOR PETITIONER. 


JURISDICTIONAL STATEMENT. 

The Commissioner of Internal Revenue on February 20, 
1939, determined that petitioner was subject to tax for the 
years 1930,1931,1932 and 1933 amounting to $3,008.99 and 
made an additional assessment against said hospital in said 
amount, and penalty of $752.25 (Appellant’s Appendix 3). 
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An appeal was taken to the United States Board of Tax 
Appeals May 17, 1939 (Appellant’s Appendix 3); an an¬ 
swer was filed thereto (Appellant’s Appendix 5); and upon 
hearing judgment was entered for the Commissioner on 
October 25, 1940 (Appellant’s Appendix 16). 

January 2,1941, petition for review of said decision was 
filed in this court (Appellant’s Appendix 17). As no returns 
of the taxes were filed, the jurisdiction for review is in this 
court. 

The jurisdiction of the Board of Tax Appeals is under 
Section 272 of the Revenue Act of 1928 and the same sec¬ 
tion of the Revenue Act of 1932. The jurisdiction of this 
Court is under the Revenue Act of 1926, Section 1002 (b) 
and 1003 (a) (44 Stat. 110) as amended by Revenue Act 
of 1934, Section 519 (a) (48 Stat. 760). 

STATEMENT OF THE CASE. 

St. Francis Hospital was indebted to the Union Trust 
Company on a mortgage and single bond accompanying the 
same executed by the Sisters of the Third Order of St. 
Francis and assumed by St. Francis Hospital. The mort¬ 
gage contained the usual covenant to pay interest without 
deduction of income tax up to 2%; and each semi-annual 
installment of interest was paid in a single check to said 
trust company (Appellant’s Appendix 21). 

After the delivery of the mortgage and bond to the trust 
company, said trust company executed and retained in its 
files a ‘‘Declaration of Trust” (Appellant’s Appendix 
23) wherein it certified that the “mortgage and its accom¬ 
panying bond, and all moneys secured thereby, are held 
in trust for the several estates interested therein to the 
extent of the contribution of each of said trust estates to¬ 
wards the principal thereof, as shown by the books of origi¬ 
nal entry, ledgers, vouchers, cards and other records of 
the trust department pertaining thereto.” This “Declara¬ 
tion of Trust” was not recorded, and no notice thereof was 
given to petitioner. 
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As the trust company had available funds of various 
estates for which it was fiduciary, portions of the said 
mortgage and bond were allocated on the books of the trust 
company to such various estates “for which it was guar¬ 
dian, trustee, agent or other fiduciary, by notation upon 
its records that said funds of these estates were invested 
in said mortgage.” (Appellant’s Appendix 21.) 

After the interest had been paid to the Union Trust 
Company, it distributed on its books among these estates 
such portions of the interest payment as were applicable 
to such estates by reason of the allocation of their funds 
to said mortgage. 

The Union Trust Company is a domestic corporation. 
(Appellant’s Appendix 22). 

STATUTES INVOLVED. 

Section 144 of the Revenue Act of 1928 (45 Stat. 833) 
and Section 143 of the Revenue Act of 1932 (47 Stat. 215) 
are in part as follows: 

“Sec. 144. Withholding of Tax at Source. 

(a). Tax-free covenant bonds.— 

(1). Requirement of Withholding. —In any case 
where bonds, mortgages, or deeds of trust, or other 
similar obligations of a corporation contain a contract 
or provision by which the obligor agrees to pay any 
portion of the tax imposed by this title upon the ob¬ 
ligee, or to reimburse the obligee for any portion of 
the tax, or to pay the interest without deduction for any 
tax which the obligor may be required or permitted to 
pay thereon, or to retain therefrom under any law of 
the United States, the obligor shall deduct and with¬ 
hold a tax equal to 2 per centum of the interest upon 
such bonds, mortgages, deeds of trust, or other obliga¬ 
tions, whether such interest is payable annually or at 
shorter or longer periods, if payable to an individual, 
a partnership, or a foreign corporation not engaged 
in trade or business within the United States and not 
having any office or place of business therein.” 
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STATEMENT OF APPELLANT’S POINT. 

The Board of Tax Appeals erred in entering judgment 
for the Commissioner of Internal Revenue for the reason 
that the interest involved in this case was payable to a do¬ 
mestic corporation. 

SUMMARY OF ARGUMENT. 

It is conceded that the loan in this case was by the Union 
Trust Company originally and that under the bond and 
mortgage the interest was payable to a domestic corpora¬ 
tion and no “withholding” required. The decision of the 
Board is based upon a Declaration of Trust executed by the 
mortgagee subsequent to the original mortgage setting 
forth that the mortgage was held in trust for several es¬ 
tates interested therein to the extent of the contribution of 
each toward the principal thereof as shown by the books 
of the trust company. This declaration does not specify 
any estates or any amounts. Even if the “Declaration of 
Trust” could be considered as an assignment, as it would in¬ 
volve the splitting up of the mortgage into numerous small 
amounts for numerous assignees, it would not be valid as 
against the mortgagor without the consent of the mortgagor, 
and the interest and principal would still be payable in one 
sum to the mortgagee. 

However, the Declaration of Trust is simply a statement 
that the funds of various estates for which the trust com¬ 
pany is fiduciary are from time to time invested in said 
mortgage as a mortgage pool, no part thereof being held 
except by the trust company in its own right and the trust 
company as fiduciary for such estates. As such fiduciary it 
alone would have the right to collect the interest and prin¬ 
cipal and the beneficiaries or other persons interested in 
said various estates would have no right to collect either 
the interest or principal and the interest would still be 
“payable to” the Union Trust Company. 

The holding or the investment of funds of estates by fidu¬ 
ciaries in a pool mortgage or mortgages is governed by 
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the Pennsylvania Act of 1929 which provides that no estate 
shall have any ownership in any such bond or mortgage 
and that the trust company shall have a right to retake any 
bonds or mortgages from the pool' and to substitute other 
bonds and mortgages therefor. Under this act even the 
various estates have no interest in any such mortgage and 
of course, the individuals to whom such estate may be ulti¬ 
mately distributed would have no such interest, the right 
of any estate in such pool mortgage being the right to par¬ 
ticipate pro rata with the other estates in the income and 
ultimately in the liquidation of the principal. 

The interest involved here therefore w T as payable only 
to the original mortgages. No other person had any right 
to proceed for the collection of the same and no other pay¬ 
ment would have been possible either as a matter of law 
or as a matter of practical business dealing. 

ARGUMENT. 

An examination of the Act relating to “withholding” 
shows that it provides for such withholding where such 
interest is “payable to an individual, a partnership, or a 
foreign corporation not engaged in trade or business with¬ 
in the United States and not having an office or place of 
business therein.” As the Union Trust Company is a do¬ 
mestic corporation and has an office in Pittsburgh, Penn¬ 
sylvania, it is evident that this legislation does not apply. 
Even in the case of a foreign corporation if it has an office 
in the United States or is engaged in business here no with¬ 
holding is required. The evident intent wras that in the 
case of a domestic corporation or a foreign corporation hav¬ 
ing an office or place of business here, the Internal Revenue 
Department could deal with such corporation without any 
difficulty; and that any withholding from interest or other 
sums due such corporations was not necessary to insure 
the collection of tax, and wrould impose an unnecessary 
burden upon the person paying the same. 
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To Whom Was Interest Payable? 

However, the real question is: to whom was the interest 
payable? It will be noted that this is not a bond issue but 
a single bond accompanied by a mortgage given for a loan 
made by the Union Trust Company to the hospital. 

Under the admitted facts in this case the interest was 
“payable to” the Union Trust Company. It sent out the 
usual notice as to the payment of the interest semi-annually, 
and the interest was actually paid to it. No assignment 
or transfer of the mortgage was made; no notice "was ever 
given to St. Francis Hospital that the mortgage was held 
other than by the Union Trust Company; and accordingly 
it was payable to and actually paid to a domestic corpora¬ 
tion. Under the facts as set forth in the stipulation, it 
would have been impossible for the hospital to have paid 
the interest in any other way. If the hospital had actual 
notice of the so-called “Declaration of Trust” it could not 
have made distribution of the interest among the various 
estates. The “Declaration of Trust” does not specify any 
of them or indicate the extent to which the funds of said 
estates had been invested in the principal of said mortgage; 
even if we did not have the important circumstance that 
in all cases they were “the several estates” for which the 
Union Trust Company was fiduciary. The investments of 
the various estates change from time to time, as a minor 
became of age, or funds are necessary for his education; 
or under a trust various amounts became payable to various 
beneficiaries; so that the estates participating in the income 
from this mortgage were changing frequently, and possibly 
even from day to day. 

However, the real question is —To Whom was the inter¬ 
est “payable’’? Congress did not impose on the payer of 
the interest the duty of deciding the ultimate beneficiary, 
or the person who might have an equitable, remote or con¬ 
tingent estate. It knew that for his own protection, the ob¬ 
ligor or mortgagor would have to determine the person 
to whom the interest was legally payable; and it made this 
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simple fact the test of his liability to withhold the tax there¬ 
on. The same phraseology is used in the Act as to an ob¬ 
ligor with no covenant as in the present situation when we 
have such a covenant. Even in the present case the peti¬ 
tioner’s covenant is limited to 2% and in the case of a for¬ 
eign corporation the withholding required is 12% Ob¬ 
viously it is necessary for the protection of the obligor 
that he know the amount to be withheld at or before the 
time of payment. Information as to any equitable or other 
interest in the obligation acquired after the payment had 
been made would be useless, and accordingly Congress 
fixed the test as the time of payment and the person to 
whom the interest was payable. 

If the “Declaration of Trust” Constituted an Assignment. 

It is the position of the hospital here that even if the 
so-called ‘“Declaration of Trust” constituted an assign¬ 
ment of various interests or shares in the mortgage to the 
various estates designated upon the books of the trust com¬ 
pany, it did not change the status of the parties here and 
the interest would still be “payable to” the Union Trust 
Company. It is conceded that the mortgage here was sub¬ 
ject to assignment as a whole to one particular assignee, 
but the Union Trust Company as mortgagee had no right 
to split it up into numerous fragments and transfer title to 
these fragments to numerous estates or individuals so that 
an obligation would be imposed upon the hospital to pay 
the pro rata amount of interest to each of these numerous 
assignees. In the present case, for instance, there were in 
excess of 100 different estates which participated in this 
mortgage in varying amounts at various times. The rule 
as to this is well established in Pennsylvania. The ques¬ 
tion was before the Supreme Court of Pennsylvania, in the 
case of Gordon, Secretary of Banking v. Hartford Sterling 
Company, et al., 319 Pa. 174, 179 Atl. Rep. 234, decided 
May 27, 1935. In this case the Supreme Court held as set 
forth in 179 Atl. Rep. at page 236: 
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“The assignment was for a part of the claim recov¬ 
erable under the insurance policies- It was a partial 
assignment. We have early held that partial assign¬ 
ments are not binding unless they have been assented 
to by the debtor. Jermyn v. Moffitt, 75 Pa. 399; Phila¬ 
delphia’s Appeal, 86 Pa. 179; Geist’s Appeal, 104 Pa. 
351; Vetter v. Meadville, 236 Pa. 563, 567, 85 A. 19; 
Wells v. Philadelphia, 270 Pa. 42,112 A. S67. The rea¬ 
son advanced is that a creditor should not be permitted 
to split up a single cause of action into many without 
the assent of the debtor; to do so subjects the debtor 
to embarrassments, responsibilities, and multiplicity 
of suits not contemplated in his original undertaking. 
It was held in Jermyn v. Moffitt, supra, that the assign¬ 
ment of part of a debt will not bind the debtor, either 
in equity or at law, nor deprive him of the right to pay 
the whole to the assignor, even after notice that a part 
has been transferred to the assignee. This latter prin¬ 
ciple was emphasized in Geist’s Appeal, supra, where 
an attempt was made, through partial assignments, to 
lay hold of a fund held by the city of Pittsburgh for 
one of its creditors. The creditor made an assignment 
for the benefit of creditors; his assignee disregarded 
the claims of the partial assignees and collected the 
debt from the city: we held that the partial assignments 
did not bind the fund or any part of it. Therefore, 
where an assignor assigns a part of his claim, he is 
still the principal creditor and retains control of the 
claim unless the debtor accepts the assignee as a new 
creditor to the amount of the assignment.” 

The same question was before the Supreme Court of 
Pennsylvania in the case of Vetter for use of Pittsburgh 
Buffalo Company v. Meadville, 236 Pa. 563; 85 Atl. 19, 
where a partial assignment of a claim against the city of 
Meadville had been made and assented to by the City 
Treasurer. The Court held that the consent of the Citv 
Treasurer to the assignment was not binding upon the city 
and therefore the partial assignment could not be enforced 
against the city. The syllabus of the case as set forth at 
236 Pa. 563 is as follows: 
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“No suit can bo maintained on a partial assignment 
of a debt unless it appears that the debtor assented to 
the assignment. 

An assignment by a city contractor of a portion of 
his claim against the city, and the assent to the assign¬ 
ment by the city treasurer, cannot be made a basis of 
an action against the city, unless it appears by the 
plaintiff’s case that the city treasurer had authority to 
assent to the assignment on behalf of the city. No such 
authority is implied from his office.” 

The question of the application of this principal to a 
mortgage was before the Superior Court of Pennsylvania 
in the case of Eldredge v. Eldredge, et al., 128 Pa. Su¬ 
perior 284; 194 Atl. Rep. 306. 

The Superior Court said as set forth in 194 Atl. Rep., 
310: 


“Complainant sought to have an award made from a 
5/18 interest in a mortgage which her husband in¬ 
herited from his parents # * * The mortgagors unless 
they have consented to do so, cannot be compelled to 
pay the mortgage debt in fractional shares to a num¬ 
ber of people to whom the mortgage was not origi¬ 
nally given. Concrete Form Co. v. W. T. Grange Con¬ 
struction Co., 320 Pa., 205, 208; 181 A. 589; Gordon v. 
Hartford Sterling Co., 319 Pa. 174, 177, 178, 179 A. 
234, and cases cited therein.” 

Under the ruling in these cases it is apparent that with¬ 
out the express consent of the hospital it could not be re¬ 
quired by any assignment or other act of the Union Trust 
Company to pay either the principal or interest of this 
mortgage in numerous parts to numerous assignees of 
portions thereof, and accordingly that whatever may be the 
effect of the so-called “Declaration of Trust” in this case, 
it would not change the legal status of the hospital; and 
so far as the hospital was concerned, the interest on the 
mortgage was still “payable to” the Union Trust Company. 
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The Interest Payable to the Union Trust Company and 
Actually Paid to it in Its Own Right or as Fiduciary. 

It is the contention of the Commissioner however, that 
because of the “Declaration of Trust”, the estates acquired 
such rights in the mortgage that the various portions of 
interest thereon were “payable to” such various estates. 
Under the income tax legislation a fiduciary is treated as a 
tax payer representing the particular estate. 

Under the stipulation of facts in this case, and the so- 
called “Declaration of Trust”, Exhibit A, the Union Trust 
Company was fiduciary and the bond and mortgage held by 
it “in trust for the several estates interested therein to the 
extent of the contribution of each of said trust estates 
towards the principal thereof”, so that there can be no ques¬ 
tion about the fiduciary character of the holding by the 
Union Trust Company for any portions of the bond and 
mortgage, which it did not hold in its own right. 

Respondent refers to the fact that in the stipulation the 
word “agent” is used as follow's (Appellant’s App., 21): 

“5. After the delivery of said mortgage the said 
Union Trust Company allocated various portions there¬ 
of to various estates of individuals for w’hich it was 
guardian, trustee, agent or other fiduciary.” 

If the trust company were a mere agent in this matter, there 
might be some basis for the respondent’s contention, but the 
whole record in this case show’s that it was not a mere 
agency, that in all cases it w*as a fiduciary in the proper 
sense of the term. Regulations 74 issued by the Internal 
Revenue Department based on the Revenue Act of 1928, on 
page 340, Article 1320 is as follow’s: 

“ ‘Fiduciary’ is a term w’hich applies to persons that 
occupy positions of peculiar confidence tow’ard others, 
such as trustees, executors, and administrators. A fidu¬ 
ciary for income tax purposes is a person w’ho holds in 
trust an estate to w’hich another has the beneficial title 
or in which another has a beneficial interest, or receives 
and controls income of another, as in the case of reeeiv. 
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ers. A committee or guardian of an incompetent per¬ 
son is a fiduciary.” 

and Article 1321 of the same Regulations on the same page 
is in part as follows: 

“There may be a fiduciary relationship between an 
agent and a principal. . . . ” 

The so-called “Declaration of Trust” shows that the mort¬ 
gage is held “in trust for the several estates interested 
therein * * * as shown by the * * * record of the trust depart¬ 
ment pertaining thereto.” Under this statement there can 
be no doubt that whatever may be the designation of the 
relationship between the Union Trust Company and the 
several estates interested therein, whether as trustee, 
guardian or committee, it is a trust relationship, not for 
individual principals but “for the several estates interested 
therein.” 

In addition to that, paragraph 5 of the Stipulation as to 
Facts sets forth that portions of the mortgage were allo¬ 
cated to various estates of individuals for which it was 
guardian, trustee, agent or other fiduciary. Paragraph 6 of 
the stipulation avers that as the installments of interest 
were paid, the trust company distributed “among the vari¬ 
ous estates * * * such portions of the interest payments as 
were applicable to such estates”, and sent the ownership 
certificates “showing the payments to such various estates.” 

It is a matter of common knowledge as set forth in the 
section of Regulation 74 quoted above that an agent may be 
a fiduciary and under the stipulation in this case it is dis¬ 
tinctly set forth that the mortgage here, insofar as it was 
not the sole property of the Union Trust Company was held 
by it in its trust department for the several estates inter¬ 
ested therein; that the payments of interest were allocated 
on its books to various estates for which it was guardian, 
trustee, agent or other fiduciary, the said “various estates”, 
“such estates”, being so designated three times in para¬ 
graph 6 of the stipulation. The reference to various estates 
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4 ‘for which it was guardian, trustee, agent or other fidu¬ 
ciary ” could not properly be construed to mean other than 
that the word “agent” applied to a fiduciary agency, just 
as the words guardian and trustee, particularly in view' of 
the fact that it is immediately followed by the w’ords “or 
other fiduciary.” 

The whole tenor of the stipulation is that the Union Trust 
Company was fiduciary for various estates; and that being 
established, it is immaterial whether that fiduciary rela¬ 
tionship be called Trustee, Guardian or Agent. As such 
fiduciary the Union Trust Company was under the obliga¬ 
tion to make a return and subject to all the provisions of the 
law' applicable to individuals. The income tax legislation 
very properly considers the fiduciary as the legal receiver 
of income accruing to an estate under its charge and con¬ 
trol; and not the ultimate beneficiaries, w’lio may or may 
not receive the income depending upon the expenditures for 
administration, the claims of creditors, or other matters 
which may properly come before the courts on the final dis¬ 
tribution. This is in accordance with the rulings of the 
courts as to the rights, powers and duties of fiduciaries. 
Under the Pennsylvania law, (and it is a principle of uni¬ 
versal application), as it is set forth in Vale’s Pennsylvania 
Digest, Vol. 16, Section 153, (1939 Edition), “The title to 
personal property of a decedent vests in the personal rep¬ 
resentative until distributed.” 

In a recent ease before the Court of Common Pleas of 
Schuylkill County, Beckman, Secretary of Banking v. 
Adams, and reported in 36 District & County Reports, page 
479, where a certificate for 8 shares of a bank’s stock w'as 
issued to “Thomas N. Haesler, Guardian for Marvin L. 
Adams”, it was held that after the minor had come of age 
he w'as not liable for an assessment made against the stock 
of the bank for the reason that the title thereto did not vest 
in him until the certificate w’as actually endorsed and deliv¬ 
ered or a separate assignment thereof executed. 

Likewise in the case of Oudry-Davis v. Findley, 64 Penna. 
Superior Court, 92, the Superior Court said, page 94; 
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“It is a well recognized rule that debts due a dece¬ 
dent must be collected by his personal representatives. 
No one else unless in exceptional cases has any right to 
bring suit and enforce payment.” 

This situation is summed up in the Prentice-Hall Service, 
Yol. 2, page 18239, Section 18324, as follows: 

“The application of the withholding provisions of 
the statute to the income of a trust depends on the 
status of the fiduciary and not the creator or the bene¬ 
ficiaries thereof.” 

It is apparent therefore, that even where a mortgage is 
held by a fiduciary expressly for a particular estate, the 
ultimate beneficiaries have no direct interest in the mort¬ 
gage or any control over the disposition or collection of the 
same. The fiduciary alone has the right to collect it, to sell 
it, to bring suit and to enter satisfaction when it has been 
paid, and it is payable only to the fiduciary. The action of 
the fiduciary in any of these matters protects the person 
paying; the ultimate beneficiaries cannot interfere wnth it, 
and have no right except to proceed against the fiduciary for 
any negligence in the performance of these various duties. 
Therefore, even if this mortgage had been held by the Union 
Trust Company as guardian, executor or trustee in a par¬ 
ticular estate, the interest still would be “payable to” the 
Union Trust Company, a domestic corporation, and no other 
payment would protect the hospital under its bond and 
mortgage. 

The Act of Pennsylvania Governing Participation 

Mortgages. 

However, in this case it was not held by the Trust Com¬ 
pany as Trustee for any designated estate. It simply rep¬ 
resented an investment pool wdiich w*as used for the funds 
in numerous estates, both the estates and the mortgages 
therein changing from time to time and representing a sort 
of revolving fund both as to the estates and as to mortgage 
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investments. It is an arrangement made in pursuance of 
the Act of Assembly of Pennsylvania which have been 
amended from time to time, the particular Act in force at 
the time the mortgage and so-called “Declaration of Trust” 
were executed being the Act of April 11, 1929, P. L. 512, 
which provides in substance that trust companies shall keep 
all trust funds separate and apart, 

“And provided further, That said companies may 
assign to their various trust estates participation in a 
general trust fund of mortgages upon real estate se- 
j curing bonds, in which case it shall be a sufficient com¬ 
pliance with the provisions of this section for the com¬ 
pany to designate clearly on its records the bonds and 
mortgages composing such general trust fund, the 
names of the trust estates participating therein, and 
the amounts of the respective participations; and in 
such cases no estate so participating shall be deemed 
to have individual ownership in any bond and mortgage 
in such fund, and the company shall have the right at 
any time to repurchase at market value but not les- 
than face value any such bonds and mortgages fron 
such fund, with the right to substitute therefor otb»* 
bonds and mortgages.” 

The act uses the word “assign”, but it is not intended in 
the sense of a transfer of title, but rather as the designation 
or setting apart of a particular thing. The dictionary, in 
addition to the meaning of a transfer, specifies other defini¬ 
tions as follows, “to allot—to designate or appoint for a 
particular purpose—to fix or specify.’’ The word “assign” 
could not have been used in the sense of “transfer” because 
the Act provides, “No estate so participating shall be 
deemed to have individual ownership in any bond and mort¬ 
gage in such fund”, followed by the further provision that 
the trust company shall have the right to repurchase any 
mortgage “from such fund” and also the right “to substi¬ 
tute therefor other bonds and mortgages.” It is obvious 
that the trust company in this case did what the Act of 
Assembly contemplated—designated or allocated portions 
of this mortgage as representing for the time being invest- 
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ments of various estates for which it was fiduciary. Under 
the express phraseology of the Act, however, ‘‘no estate so 
participating shall be deemed to have individual ownership’’ 
and the trust company retained the legal right to take back 
any portion of the mortgage or to “substitute” other bonds 
and mortgages therefor. These provisions are entirely in¬ 
consistent with the vesting of any title in the various estates. 

Under this legislation the Trust Company is treated as 
owning and controlling the mortgage or mortgages in the 
fund or mortgage pool, and the various estates as having no 
interest whatever therein, but only an equitable participa¬ 
tion in the entire pool to the extent of the temporary invest¬ 
ment of funds. No estate has any ownership in any bond 
or mortgage, as the Act specifically states, and the “right 
to repurchase” under the Act is not to repurchase from 
any estate or estates, but “From such fund” or mortgage 
pool. The trust company has also the right to remove any 
mortgages from the pool and substitute other mortgages 
therefor, dealing only with its trust department, which 
owns and controls the pool and not with the estates winch 
may be “participating therein.” Accordingly, it is apparent 
that no estate w’hich may be participating in the mortgage 
pool or fund has even an equitable interest in any mortgage 
therein. Its rights are even less than those of a stockholder 
of a corporation, wiio, of course, has no particular interest 
in any specific asset of the corporation, the title to such 
assets being in the corporation itself; and no one w’ould sug¬ 
gest for a moment that a person paying interest to a domes¬ 
tic corporation would come under the provisions of the 
“withholding” legislation because some of the stockholders 
of that corporation were individuals or partnerships. The 
effect of this law’ of Pennsylvania was before the Court of 
Common Pleas of Philadelphia County, Pennsylvania in 
Blair v. Pennsylvania Company , etc., 24 District and County 
Reports, 490. Defendant had held a mortgage for four 
estates of w’hich it w*as fiduciary, foreclosed the mortgage 
and purchased the property as Trustee. The plaintiff, who 
w’as a beneficiary in one of said estates, filed a bill in equity 
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to compel partition on the theory that he had an interest in 
this mortgage, and therefore an interest in the real estate, 
which was the result of a foreclosure of the mortgage. The 
court held that notwithstanding the fact that there was in 
the case a single mortgage, it came -within the provisions of 
the legislation cited above, and the court said: 

“One of the purposes of the act was to segregate 
control of the mortgage from the beneficiaries and im- 
i pose on the trustee the duty to protect the former’s 
! investment. The act specifically states that the cestuis 
que trustent shall have no individual ownership in the 
bond and mortgage and it necessarily follows that on 
foreclosure this separation of legal and beneficial in¬ 
terest continues until the property has been liquidated. 
To hold that the trust ceases on the foreclosure of the 
i mortgage would be to defeat the purposes of the act 
which gives the trustee the entire control in the han¬ 
dling of this particular investment. The act, in effect, 
authorizes the creation of a special trust which cannot 
be held executed until its purposes are accomplished.” 

A similar question was before the Supreme Court of 
Pennsylvania in Guthrie’s Estate , 320 Pa., 530,182 Atl. Rep. 
248, where the question was raised that as there was only a 
single mortgage, it did not come within the Act of 1925, 
amended in 1929, which we have heretofore set forth in this 
brief. The Supreme Court in its opinion as set forth in 182 
Atl. Rep., 250, said: 

“It is plain that the Legislature saw fit to permit: an 
exception to the rule in the case of participation in a 
pool of a number of mortgages because such pools 
could not be successfully operated otherwise. It is 
equally plain that the exception is no less necessary to 
the successful operation of participations in single 
mortgages, and that the legislative intention must there¬ 
fore have been to include the latter within the excep¬ 
tion. The distinction is between mortgages in which 
participation is allotted and those in w’hich there is no 
participation. The single mortgage participation 
scheme is generically not distinguishable from that in 
which the participation is in a larger pool.” 
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It is apparent therefore, that whether the mortgage in 
this case constituted a single pool, or was part of a pool 
composed of several mortgages, is immaterial. The effect 
of the legislation is exactly the same. It is also apparent 
that no estate which may at any time have had participation 
in this mortgage acquired any ownership therein; that the 
title to said mortgage remained at all times in the Union 
Trust Company with the absolute control thereof, with the 
right to take it back from the trust department pool into 
the commercial or individual ownership of the bank and 
with the right to substitute other mortgages therefor. As- 
cordinglv, there seems to be no doubt that the interest in 
this case was “payable to” the Union Trust Company, a 
domestic corporation and that the “'withholding” legislation 
does not apply. 

Respectfully submitted, 

Edward J. I. Gannon, 

Attorney for St. Francis Hospital. 
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IN THE 


United States Court of Appeals 

for the District of Columbia 


No. 7829 


ST. FRANCIS HOSPITAL, Petitioner 

v. 

GUY T. HELVERING, Commissioner of Internal Revenue, 

Respondent. 


Petition to Review Decision of the United States Board of 

Tax Appeals. 

APPENDIX TO BRIEF FOR PETITIONER. 


PLEADINGS, DOCKET ENTRIES AND OTHER PAPERS 
DESIGNATED BY PETITIONER. 

1 Docket No. 98575 

St. Francis Hospital, Petitioner , 
v. 

Commissioner of Internal Revenue, Respondent. 
APPEARANCES: 

For Petitioner: Edward J. I. Gannon, Esq., 

For Respondent: Orris Bennett, Esq. 

Docket Entries: 

1939 

May 17—Petition received and filed. Taxpayer notified. 
(Fee paid) 
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May 17—Copy of petition served on General Counsel. 

June 10—Answer filed by General Counsel. 

June 10—Request for Circuit hearing in Pittsburgh, Pa., 
filed by General Counsel. 

June 16—Notice issued placing proceeding on Pittsburgh, 
Pa. Calendar. Answer and request served. 

1940 

Feb. 13—Hearing set April 1, 1940 in Pittsburgh, Pa. 

Apr. 3—Hearing had before Mr. Mellott on merits. Sub¬ 
mitted. Stipulation of facts filed. Petitioner’s 
brief due in 15 days—respondent’s in 30 days— 
reply in 40 days. 

Apr. 15—Transcript of hearing of April 3, 1940 filed. 

Apr. 24—Order accepting taxpayer’s brief as of this date, 
entered. 

Apr. 24—Brief filed by taxpayer. 

Apr. 25—Copy of order and brief served on General Coun¬ 
sel. 

May 8—Reply brief filed by General Counsel. 

May 9—Reply brief filed by taxpayer. Copy served on 
General Counsel. 

Oct. IS—Opinion rendered—Mellott, Division 11. Judg¬ 
ment will be entered for the respondent. 

Oct. 25—Decision entered, Mellott, Division 11. 

1941 

Jan. 2—Petition for review by the U. S. Court of Appeals 
for the District of Columbia, with assignments of 
error filed by taxpayer. 

Jan. 3—Proof of service filed. 

Jan. 21—Praecipe for certification of the necessary por¬ 
tions of record, filed by taxpayer. 

Jan. 22—Proof of service of praecipe filed by taxpayer. 
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2 Endorsed: Received May 17 1939 U. S. Board of 

Tax Appeals 

Endorsed: United States Board of Tax Appeals Filed 
Mav 17 1939 

Before the United States Board of Tax Appeals 


Docket No. 98575 

St. Francis Hospital, Pittsburgh, Pa. Petitioner, 


v. 

Commissioner of Internal Revenue, Respondent. 
Petition and Appeal 


To the Honorable, the Members of Said Board: 

This, the petition and appeal of St. Francis Hospital, re¬ 
spectfully represents: 

1. That petitioner is a corporation not for profit under 
the laws of the Commonwealth of Pennsylvania, having its 
principal office in the City of Pittsburgh, Allegheny County, 
Pennsylvania. 

2. That a notice of deficiency, a copy of which is attached 
hereto, marked “Exhibit A”, was mailed to petitioner by 
the Commissioner of Internal Revenue at Washington, 
D. C., on Feb. 20,1939. 

3. That said deficiency notice claims a tax of $3008.99 
and $752.25 penalty on account of income tax liability for 
the years 1930,1931, 1932 and 1933 as appears by the state¬ 
ment thereof, copy of which is attached hereto, and the en¬ 
tire amount thereof is in controversy in the present ap¬ 
peal. 

3 4. That the Commissioner of Internal Revenue 

erred in assessing the said sum of $3008.99 together 
with penalty of $752.25 for the reason that the alleged lia¬ 
bility arises from the payment of interest on a mortgage 
to the Union Trust Company of Pittsburgh, Pennsylvania, 
a domestic corporation; and petitioner was under no obli- 



gation to retain or forward the said tax to the Commissioner 
of Internal Revenue. 

5. i That in support of said petition and said assignment 
of error, petitioner avers the following facts: 

1. That all of the interest upon which the said income 
tax is assessed was paid to the Union Trust Company of 
Pittsburgh, a domestic corporation, which is the mortgagee 
under said mortgage, and the obligee in the bond accom¬ 
panying the same. 

Petitioner therefore prays your Honorable Body to allow 
this appeal to set aside the deficiency assessment made as 
aforesaid, and to determine that petitioner is not in any 
way liable for any portion of the said alleged tax. 

St. Francis Hospital 
B y Edward D. Eichenlaub 
Treasurer 
Edw. J. I. Gannon, 

Attorney 

4 Commonwealth of Pennsylvania, 

County of Allegheny, ss: 

On this 15th dav of Mav, A. D. 1931) before me, a Notarv 
Public in and for said County and State, personally ap¬ 
peared Edward D. Eichenlaub, who, being duly sworn ac¬ 
cording to law, deposes and says that he is Treasurer of 
St. Francis Hospital, a corporation, duly authorized to 
make this affidavit; that he has read the foregoing petition 
and appeal and that the statements set forth in said petition 
and appeal are true and correct. 

St. Francis Hospital 
Edward D. Eichenlaub 
Treasurer 

Sworn to and subscribed before me the dav and vear first 

* * 

above written. 

Frank T. Halloran (seal) 
Alderman , 

My commission expires First Monday in Jan. 1940. 


5 


7 Answer 

Conies now the Commissioner of Internal Revenue by his 
attorney, J. P. Wenchel, Chief Counsel, Bureau of Internal 
Revenue, and for answer to the petition of the above-named 
taxpayer admits and denies as follows: 

1. Admits the allegations of paragraph 1 of the petition, 
except the allegation “petitioner is a corporation not for 
profit’’ and as to such allegation denies the same. 

2. Admits the allegations of paragraph 2 of the petition, 
except the allegation that the notice of deficiency was mailed 
on July 20, 1939, and as to such allegation denies the same 
and on the contrary alleges that the notice of deficiency was 
mailed on February 20, 1939. 

3. Admits the allegations of paragraph 3 of the petition. 

4. Denies the allegations of paragraph 4 of the petition. 

5. Denies the allegations of paragraph 5 of the peti¬ 

tion. 

S 6. Denies generally and specifically each and every 

allegation contained in the petition not hereinbefore 
specifically admitted, qualified or denied. 

Wherefore, it is prayed that the appeal be denied. 

(Signed) J. P. WENCHEL 

C. B. 

Chief Counsel, 

Bureau of Internal Revenue. 

Of Counsel: 

HARTFORD ALLEN, 

Division Counsel. 

ORRIS BENNETT, 

Special Attorney, 

Bureau of Internal Revenue. 

CB:ema 6/7/39 
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9 United States Board of Tax Appeals 

St. Francis Hospital, Petitioner , 
v. 

Commissioner of Internal Revenue, Respondent. 

Docket Xo. 98575. Promulgated October IS, 1940. 

Petitioner executed a mortgage to a trust company in 
which it agreed to pay Federal income tax up to an amount 
not in excess of 2 percent per annum on interest paid to 
the holder or holders of the loan secured thereby. After 
receiving the mortgage, the trust company executed a 
declaration of trust reciting that it was holding the mort¬ 
gage in trust for several estates of individuals for which 
it was guardian, trustee, agent, or other fiduciary to the 
extent of the contribution of each of these estates toward the 
principal of the loan. The semiannual installments of in¬ 
terest were paid by petitioner in a single check to the trust 
company, and the trust company distributed it among the 
various estates. Petitioner did not file the returns required 
by the withholding provisions of the applicable revenue 
acts. Held: 

(1) Under the provisions of sections 144 of the Revenue 
Act of 1928 and 143 of the Revenue Act of 1932, petitioner 
is liable for the payment to the Federal Government of the 
2 percent specified in the mortgage. 

(2) Petitioner is also liable for the additions to tax un¬ 
der section 291 of the Revenue Acts of 1928 and 1932 for 
failure to file returns. 

EDWARD J. I. GANNON, ESQ., 
for the Petitioner. 

ORRIS BENNETT, ESQ., 
for the Respondent. 
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Opinion. 

Mellott: The Commissioner determined that petitioner 
was obligated to deduct and withhold certain amounts of 
tax under section 144 of the Revenue Act of 1928 and 
section 143 of the Revenue Act of 1932. Based upon the in¬ 
formation contained in certain “Ownership Certificates” 
(Form 1000 Treasury Department), on file in the Depart¬ 
ment, he prepared annual returns for the petitioner under 
the provisions of section 3176 of the Revised Statutes as 
amended, and, having determined that petitioner had failed 
to file annual returns, as required by sections 144 and 143, 
supra, added 23 percentum of the tax as provided in sec¬ 
tion 291 of the Revenue Acts of 1928 and 1932. He 
10 accordingly determined deficiencies and additions to 
tax in the following amounts: 


Year Deficiency 25% addition 

1930 . $110.44 $27.61 

1931 . 985.82 246.46 

1932 . 974.41 243.60 

1933 . 938.32 234.58 


Total. 3,008.99 752.25 


The proceeding was submitted upon the following stipu¬ 
lation of facts: 

1. St. Francis Hospital of Pittsburgh is a non-profit cor¬ 
poration without capital stock for the purpose of establish¬ 
ing and maintaining a hospital in the City of Pittsburgh, 
incorporated under a decree of the Court of Common Pleas 
of Allegheny County, Pennsylvania, at No. 188 January 
Term, 1887 under the name of St. Franciscus Hospital of 
Pittsburgh. The said name was subsequently changed by 
order of court to St. Francis Hospital of Pittsburgh. The 
sisters of the Third Order of St. Francis of the Diocese of 
Pittsburgh is likewise a corporation not for profit incor- 
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porated under a decree of the Court of Common Pleas of 
Allegheny County, Pennsylvania. 

2. At and prior to July 21, 1930 the said Sisters of the 
Third Order of St. Francis of the Diocese of Pittsburgh 
held in trust for the said St. Francis Hospital the real es¬ 
tate on which the hospital and other buildings were erected, 
and for the purpose of erecting additional buildings at the 
request of the said hospital corporation executed a mortgage 
to the Union Trust Company of Pittsburgh in the sum of 
$1,100,000, with interest at the rate of per annum, of 
record in the Recorder's Office of said County in Mortgage 
Book, Vol. 2252, page 47, which mortgage contains a pro¬ 
vision as follows: 

‘‘said payments of principal and interest to be made in gold 
coin of the United States of America of or equal to the 
present standard of weight and fineness at the office of said 
The Union Trust Company of Pittsburgh, Pittsburgh, Penn¬ 
sylvania, and without deduction from either principal or in¬ 
terest for or on account of any tax or taxes (excepting in¬ 
heritance or succession taxes and except the excess of any 
Federal income tax over two per cent. (2%) per annum), 
and without deduc*tion for any tax or taxes up to but not in 
excess of four (4) mills per annum on the principal amount 
thereof, assessed against or payable by the holder or hold¬ 
ers thereof, or any part thereof, under the laws of the State 
of Pennsylvania, which said Sisters or said The Union 
Trust Company of Pittsburgh, or any assignee or assignees 
of said The Union Trust Company of Pittsburgh, may be 
required or permitted to pay thereof or to retain or deduct 
therefrom under any present or future laws of the United 
States of America, or of the Commonwealth of Pennsyl¬ 
vania, or of any county or municipality thereof, said Sisters 
agreeing to pay any such tax or taxes insofar as they may 
lawfully do so;” 

said mortgage being executed in accordance with an order 
of the Court of Common Pleas of Allegheny County, Penn¬ 
sylvania, at No. 582 October Term, 1930. 
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3. On March 1, 1933 the hospital corporation having re¬ 
quested a conveyance of the property so held in trust, the 
said Sisters of the Third Order of St. Francis of the Dio¬ 
cese of Pittsburgh executed a conveyance therefor, 

11 reciting that the property had been held in trust for 
the hospital corporation, the said deed being of rec¬ 
ord in Deed Book, Vol. 2480, page 3S0. The said convey¬ 
ance is made specifically subject to the said mortgage to 
the Union Trust Company, which the hospital corporation 
expressly assumed and agreed to pay in accordance with 
the terms and conditions thereof. The said mortgage was 
at all times considered by all of the parties as a debt of the 
hospital corporation and all payments of interest thereon 
were made by said hospital corporation. 

4. Each semi-annual installment of interest during the 
tax years involved herein was paid by the said St. Francis 
Hospital in a single check to the Union Trust Company. 
Subsequent to the delivery of the mortgage and on or about 
August 21, 1930 the said Union Trust Company executed 
and retained in its own records a “Declaration of Trust” 
[a copy of the document is attached to the stipulation and 
marked “Exhibit A”. It refers to the mortgage described 
above and states that the “mortgages above named does 
hereby certify that the above recited mortgage and its ac¬ 
companying bond, and all moneys secured thereby, are held 
in trust for the several estates interested therein to the ex¬ 
tent of the contribution of each of said trust estates towards 
the principal thereof, as shown by the books of original 
ent rv, ledgers, vouchers, card and other records of the trust 
department pertaining thereto.”] but no assignment or 
declaration of trust as to said mortgage was ever entered 
of record in the Recorder’s Office of Allegheny County, 
Pennsylvania, and no notice of any such declaration was 
ever given to said St. Francis Hospital, unless as a matter 
of law receipt of the ownership certificates, Treasury Form 
1000, referred to in paragraph 6 constitutes such notice. 
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Said declaration remained in effect during the tax years 
involved herein. 

5. After the delivery of said mortgage the said Union 
Trust Company allocated various portions thereof to vari¬ 
ous estates of individuals for which it was guardian, trustee, 
agent or other fiduciary by notation upon its records that 
certain funds of these estates were invested in said mort¬ 
gage, some of which estates were so small the income 
thereof was less than the income tax exemption. 

6. As the semi-annual installments of interest were paid 
to said Union Trust Company the said trust company dis¬ 
tributed among the various estates referred to in para¬ 
graph 5 such portions of the interest payments as were 
applicable to such estates by reason of the allocation of 
their funds to said mortgage; and sent to the Sisters of the 
Third Order of St. Francis of the Diocese of Pittsburgh 
at their headquarters, or Mother House, in Shaler Township, 
Pennsylvania, a number of forms (ownership certificate, 
Treasury Form 1000), showing the payments to such vari¬ 
ous estates, # * *. 

7. The Union Trust Company of Pittsburgh is a domestic 
corporation organized under the laws of the commonwealth 
of Pennsylvania and has its principal office in the City of 
Pittsburgh, Allegheny County, Pennsylvania. 

Sections 144 and 291 of the Revenue Act of 1928 are 
shown in the margin. 1 The corresponding sections of 

i Sec. 144. WITHHOLDING OF TAX AT SOURCE. 

(a) Tax-free covenant bonds .— 

(1) Requirement or Withholding. —In any case where bonds, mortgages, 
or deeds of trust, or other similar obligations of a corporation contain a con¬ 
tract or provision by which the obligor agrees to pay any portion of the tax 
imposed by this title upon the obligee, or to reimburse the obligee for any por¬ 
tion of the tax, or to pay the interest without deduction for any tax which 
the obligor may be required or permitted to pay thereon, or to retain there¬ 
from under any law of the United States, the obligor shall deduct and with¬ 
hold a tax equal to 2 per centum of the interest upon such bonds, mortgages, 
deeds of trust, or other obligations, whether such interest is payable annually 
or at shorter or longer periods, if payable to an individual, a partnership, or 
a foreign corporation not engaged in trade or business within the United States 
and not having any office or place of business therein: Provided, That if the 
liability assumed by the obligor does not exceed 2 per centum of the interest, 
then the deduction and withholding shall, after the date of the enactment of 
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the Revenue Act of 1932 are substantially the same. 
12 Petitioner contends that all of the interest here 
involved was “payable to” the Union Trust Co., a 
domestic corporation, either in its own right or as fiduci¬ 
ary; that no other person or corporation had any right to 
collect the same or any part thereof; that a payment of the 
interest or any part thereof to any person or corporation 
other than the Union Trust Co. would not have discharged 
the mortgagor’s legal liability; that the withholding pro¬ 
visions of the Revenue Acts of 1928 and 1932 do not apply 
to payments to a domestic corporation; and that it is not 
liable, therefore, for the deficiencies and penalties. 


this Act, bo at the following rates: (A) 5 per eenlum in the case of a non¬ 
resident alien individual, or of any partnership not engaged in trade or busi¬ 
ness within the United States and not having any office or place of business 
therein and composed in whole or in part of nonresident aliens, (B) 12 per 
centum in the case of such a foreign corporation, and (C) 2 per centum in 
the case of other individuals and partnerships: Provided further. That if the 
owners of such obligations are not known to the withholding agent the Com¬ 
missioner may authorize such deduction and withholding to be at the rate of 2 
per centum, or, if the liability assumed by the obligor does not exceed 2 per 
centum of the interest, then at the rate of 5 per centum. 

*«*»«*» 

(c) Return' and payment. —Every person required to deduct and withhold 
any tax under this section shall make return thereof on or before March 15 of 
each year and shall on or before Juno 15, in lieu of the time prescribed in 
section 56, pay the tax to the official of the United States Government author¬ 
ized to receive it. Even- such person is hereby made liable for such tax and 
is hereby indemnified against the claims and demands of any person for the 
amount of any payments made in accordance with the provisions of this 
section. 

(d) Income of recipient. —Income upon which any tax is required to be 
withheld at the source under this section shall be included in the return of the 
recipient of such income, but any amount of tax so withheld shall be credited 
against the amount of income tax as computed in such return. 

«««•««* 

SEC. 291. FAILURE TO FILE RETURN. 

In case of any failure to make and file a return required by this title, within 
the time proscribed by law or prescribed by the Commissioner in pursuance of 
law, 25 per centum of the tax shall be added to the tax, except that when a 
return is filed after such time and it is shown, that the failure to file it was 
due to reasonable cause and not due to wilful neglect no such addition shall 
be made to the tax. The amount so added to any tax shall be collected at 
the same time and in the same manner and as a part of the tax unless the tax 
has been paid before the discovery of the neglect, in which case the amount 
so added shall be collected in the same manner as the tax. The amount added 
to the tax under this section shall be in lieu of the 25 per centum addition to 
the tax provided in section 3186 of the Revised Statutes, as amended. 
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Respondent contends that the Union Trust Co. did not 
receive the interest payments in its own right; that the 
company had executed a written declaration of trust which 
specifically stated that the mortgage was held in trust by 
it; that the interest payments were necessarily received by 
it as trustee, with the obligation to distribute to those 
entitled to receive; and that the collection and distribution 
of these payments by the trust company did not relieve 
petitioner of its liability for tax as a withholding agent. 

The dispute here involved arises out of the pro- 
13 visions in the mortgage executed by petitioner to 
the Union Trust Co. wherein it agreed to pay the 
Federal income tax of the holder or holders of the bonds 
up to an amount not in excess of 2 percent per annum of 
the interest paid. Under the withholding provisions of the 
statute petitioner was liable to pay the income tax on this 
interest “if payable to an individual, a partnership, or a 
foreign corporation not engaged in trade or business within 
the United States and not having any office or place of busi¬ 
ness therein.” Xo withholding is required in the case of 
bonds owned by domestic corporations, as such corpora¬ 
tions are not entitled to claim the 2 percent credit for tax 
paid at the source. Art. 763, Regulations 74 and Regula¬ 
tions 77. 

The laws of Pennsylvania in effect at the time the mort¬ 
gage here involved was executed require that trust com¬ 
panies “shall keep all trust funds and investments sep¬ 
arate and apart from the assets of the companies, and all 
investments made by the said companies as fiduciaries 
shall be so designated as that the trust to which such in¬ 
vestment shall belong shall be clearly known.” Act of 
April 6, 1925, P. L. 152, § 1, amending the Act of May 9, 
1889, P. L. 159, § 1, which in turn amended the Act of April 
29, 1874, P. L. 73. They also provide, however, that trust 
companies may assign to various trust estates “participa¬ 
tion in a general trust fund of mortgages upon real estate 
securing bonds, in which case it shall be a sufficient com- 
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pliance with the provisions of this section for the company 
to designate clearly on its records” the mortgages, the 
names of the participating trust estates, and the amounts 
of their respective participations; that the company may 
repurchase mortgages from the fund and substitute other 
mortgages therefor; and that no participating estate shall 
be deemed to have individual ownership in any mortgage in 
the fund. Act of April 11, 1929, P. L. 512. 

In discussing these statutory provisions in In re Guth¬ 
rie’s Estate, 182 Atl. 248, the Supreme Court of Pennsyl¬ 
vania stated: 

* * * If designation on the company’s records is suffi¬ 
cient in the case of a participation pool consisting of a num¬ 
ber of mortgages, it must likewise be sufficient where the 
participation is by a number of estates in but a single mort¬ 
gage. It is plain that the Legislature saw fit to permit an 
exception to the rule in the case of participation in a pool 
of a number of mortgages because such pools could not be 
successfully operated otherwise. It is equally plain that 
the exception is no less necessary to the successful opera¬ 
tion of participations in single mortgages, and that the 
legislative intention must therefore have been to include 
the latter within the exception. The distinction is between 
mortgages in which participation is allotted and those in 
which there is no participation. The single mortgage par¬ 
ticipation scheme is genericallv not distinguishable from 
that in which the participation is in a larger pool. Per¬ 
mission with regard to the greater must include permis¬ 
sion as to the lesser. 

14 Here the Union Trust Co. allotted participation 
in a single mortgage to a number of estates of indi¬ 
viduals for which it was acting as fiduciary, and executed 
a declaration of trust wherein it stated that it was holding 
the mortgage and accompanying bond in trust for the sev¬ 
eral estates interested therein to the extent of the contri¬ 
bution of each of the trust estates towards the principal 
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thereof. In compliance with the statutory provisions above 
mentioned, the Union Trust Co. made notations on its rec¬ 
ords of the funds invested by the various estates in the 
mortgage, and as installments of interest were received 
from, petitioner they were distributed among these estates 
in accordance with their participations. 

Under the stipulated facts we are unable to agree with 
petitioner’s contention that the Union Trust Co. received 
the interest here involved in its own right. “The provis¬ 
ions of a mortgage are not personal to the party named in 
it as mortgagee, but are for the benefit and security of the 
real owner of the debt thereby secured.” 41 C. J. 376. 
After the execution of the declaration of trust, the Union 
Trust Co. held the mortgage in trust for those estates which 
had contributed toward the principal of the loan, and was 
required by the laws of Pennsylvania to keep their respec¬ 
tive interests in principal and interest separate and dis¬ 
tinct from its own corporate assets. That is why, to use 
the language of the stipulation, “After the delivery of said 
mortgage the said Union Trust Company allocated various 
portions thereof to various estates of individuals for which 
it was guardian, trustee, agent or other fiduciary” and as 
“the semi-annual installments of interest were paid * • * 
distributed among the various estates * * * such portions 
of the interest payments as were applicable to such estates 
by reason of the allocation of their funds to said mort- 
gageC’ In our opinion no further discussion is necessary 
to show that the Union Trust Co. did not receive the in¬ 
terest in its own right. 

Petitioner’s contention that the withholding provisions 
of the statute are not applicable because the interest pay¬ 
ments were made to a domestic corporation, as guardian, 
trustee, agent, or other fiduciary remains to be considered. 
In support of this contention petitioner argues that the 
Union Trust Co., as fiduciary, had the legal ownership and 
control of the mortgage and was entitled to the interest 
thereon, and that under the Pennsylvania law the estates 
participating in an investment “Pool” have no “individual 
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ownership in any bond or mortgage in such fund.” The 
mortgage here involved was executed for the purpose of 
securing payment of the bond or bonds issued by petitioner. 
The bond was the primary contract to pay, and the mort¬ 
gage was simply a separate contract to secure payment. 

11 C. J. S. 399. The transfer of a part of a 
15 debt secured by a mortgage carries with it a 
proportionate interest in the mortgage and the 
security which it affords. 41 C. J. 674, 675. While 
it may be true that petitioner was justified in pay¬ 
ing the interest to the Union Trust Co., the latter, 
after the execution of the declaration of trust, was 
merely an agency for collecting and distributing it to the 
estates entitled to receive it because of investments in the 
mortgage indebtedness. The fact that these estates had 
no “individual ownership” in the bond or mortgage is im¬ 
material. The important factor is that as participants in 
the loan secured by the mortgage they were entitled to re¬ 
ceive their aliquot part of the interest paid, and did re¬ 
ceive it. It was income of the estates, and not of the trus¬ 
tee or other fiduciary, even though the trustee or other 
fiduciary might be required to pay the tax resulting from 
its receipt on behalf of the estates for which it acted. The 
payments of interest by petitioner to a domestic corpora¬ 
tion which was under obligation to distribute it to estates 
to which it rightfully belonged, and for which the corpora¬ 
tion was acting as trustee or other fiduciary, did not relieve 
petitioner of its liability to pay the Federal income tax 
under the tax free covenant contained in the mortgage. 
The trust company -was under no obligation to report this 
income for Federal income tax in its corporate income tax 
return. Having received the interest, the estates were re¬ 
quired by the provisions of section 144 (d) of the Revenue 
Act of 1928 and 143 (d) of the Revenue Act of 1932 to in¬ 
clude it in their returns (whether filed by them or by fiduci¬ 
aries acting for them) and were entitled to claim the cred¬ 
its provided for in these sections. They can not be de¬ 
prived of such credits because their income is included in 
returns filed for them by a corporate trustee or other fiduci- 
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arv. Individual income tax returns, Forms 1040 and 
1040-A, and fiduciary income tax return, Form 1041, spe¬ 
cifically provide for a credit for taxes paid at source. 

It is our conclusion that the interest here involved was 
not payable to a domestic corporation and that respondent 
correctly determined that, under the withholding provisions 
of the Revenue Acts of 1928 and 1932, petitioner was liable 
for tax on the interest paid to the various estates. Inas¬ 
much as petitioner did not file the returns required by sec¬ 
tion 144 (c) of the Revenue Act of 1928 and 143 (c) of the 
Revenue Act of 1932, the imposition of the 25 percent ad¬ 
dition to tax provided for in section 291, supra, is manda¬ 
tory. John Ernest Goldring , 36 B. T. A. 779; Taylor Se¬ 
curities, Inc., 40 B. T. A. 696, 703. 

Judgment will be entered for the respondent. 
16 United States Board of Tax Appeals 

Washington 
Docket No. 98575 

St. Francis Hospital, Petitioner, 
v. 

Commissioner of Internal Revenue, Respondent. 

Decision 

Pursuant to the determination of the Board, as set forth 
in its Opinion promulgated October 18, 1940, it is Ordered 
and Decided: That there are deficiencies in income tax for 
the year 1930 to 1933, inclusive, as follows: 


Year 

Deficiency 

25% Additi 

1930 

$110.44 

$27.61 

1931 

985.S2 

246.46 

1932 

974.41 

243.60 

1933 

938.32 

Enter: 

234.58 


(s) ARTHUR J. MELLOTT 
Member. 


Entered Oct 25 1940 
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17 Petition of St. Francis Hospital for Review by the 
Court of Appeals for the District of Columbia of a 
Decision by the United States Board of Tax Ap¬ 
peals 

St. Francis Hospital, petitioner in this cause, by Edward 
J. I. Gannon, Counsel, hereby files its petition for review by 
the Court of Appeals of the District of Columbia of a deci¬ 
sion by the United States Board of Tax Appeals rendered 
October 25, 1940, at the above number, determining defi¬ 
ciencies in petitioner’s income tax for the calendar years 
and in the amounts as follows: 


Year 

Deficiencv 

Penaltv 

1930 

$110.44* 

$ 27.61 

1931 

985.82 

246.46 

1932 

974.41 

243.80 

1933 

938.32 

234.38 

Totals 

$3,008.99 

$752.25 


18 and in connection with the same respectfully shows: 

I. 

The petitioner, St. Francis Hospital, is a corporation not 
for profit and without any capital stock duly organized and 
existing by virtue of the laws of the Commonwealth of 
Pennsylvania, with its office in Pittsburgh, Pennsylvania, 
and that no return was filed by your petitioner for the said 
years for the reason that petitioner was advised by its coun¬ 
sel that it was not required to file any such return. 

II. Nature of Controversy. 

The controversy involves the proper determination of 
petitioner’s liability for federal income due for the calendar 
years 1930, 1931, 1932 and 1933. Petitioner was indebted 
during said years on a certain mortgage with a single bond 
accompanying the same to the Union Trust Company of 
Pittsburgh, which mortgage was of record in the Recorder’s 
Office of Allegheny County, Pennsylvania, in Mortgage 
Book, Vol. 2252, page 47. The said Union Trust Company 
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is a domestic corporation organized under the laws of the 
Commonwealth of Pennsylvania, and having its office in the 
City of Pittsburgh in said state. Various portions of said 
mortgage had been allocated on the books of said trust 
company, but not on the record in the Recorder’s Office, to 
various estates of individuals for which it was guard- 

19 ian or other fiduciary, by a written statement upon 
such records that certain funds of said estates were 

invested from time to time in said mortgage. All semi-an¬ 
nual installments of interest were paid by petitioner to said 
Union Trust Company, and thereafter said trust company 
credited to various estates the amount of interest which was 
applicable to such estates by reason of the allocation of the 
funds of such estate to said mortgage. Xo return was filed 
for the reason that all such interest payments were made to 
a domestic corporation. The Commissioner of Internal Rev¬ 
enue upon the theory that petitioner should have filed re¬ 
turns and paid income tax for the years herein mentioned 
determined a deficiency as aforesaid and on appeal to it the 
Board of Tax Appeals sustained said assessment. 

III. 

That said St. Francis Hospital is aggrieved by the find¬ 
ings and conclusions of law contained in said opinion of 
the said Board of Tax Appeals and its decision entered pur¬ 
suant thereto, and desires to obtain a review thereof by the 
Court of Appeals of the District of Columbia. 

IV. 

That petitioner assigns as error the following acts of the 
said Board of Tax Appeals: 

20 1. Holding that petitioner is liable to file returns 
and pay tax as a withholding agent on account of the 

payment of interest to a domestic corporation. 

2. Finding a deficiency for the years 1930,1931,1932 and 
1933 instead of determining that there is no income tax due 
from the petitioner in any of the years in controversy. 
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3. In sustaining and affirming the deficiency assessments 
made by the Commissioner of Internal Revenue. 

EDW. J. I. GANNON, Esq. 

Counsel for Petitioner, 

708 Park Building, 
Pittsburgh, Pennsylvania. 

21 Commonwealth of Pennsylvania, 

County of Allegheny , ss: 

Edward J. I. Gannon, being first duly sworn according 
to law, deposes and says that lie is counsel of record in the 
above named case; that as such counsel he is authorized to 
verify the foregoing petition for review; that he has read 
the said petition and is familiar with the statements con¬ 
tained therein, and that the statements made are true and 
correct to the best of his knowledge, information and belief. 

EDW. J. I. GANNON 

Subscribed and sworn to before me this 31 day of Decem¬ 
ber, 1940. 

ADA LOVEWELL 

Notary Public 

(Seal) My commission expires August 2, 1942 

23 Stipulation as to Facts 

And now, March 30th, 1940 it is stipulated and agreed 
between the parties hereto as follows: 

1. St. Francis Hospital of Pittsburgh is a non-profit cor¬ 
poration without capital stock for the purpose of establish¬ 
ing and maintaining a hospital in the City of Pittsburgh, 
incorporated under a decree of the Court of Common Pleas 
of Allegheny County, Pennsylvania, at No. 188 January 
Term, 1887 under the name of St. Franciscus Hospital of 
Pittsburgh. The said name was subsequently changed by 
order of court to St. Francis Hospital of Pittsburgh. The 
Sisters of the Third Order of St. Francis of the Diocese of 
Pittsburgh is likewise a corporation not for profit incorpo- 
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rated under a decree of the Court of Common Pleas of Al¬ 
legheny County, Pennsylvania. 

2. At and prior to July 21, 1930 the said Sisters of the 
Third Order of St. Francis of the Diocese of Pittsburgh held 
in trust for the said St. Francis Hospital the real 
24 estate on which the hospital and other buildings were 
erected, and for the purpose of erecting additional 
buildings at the request of the said hospital corporation ex¬ 
ecuted a mortgage to the Union Trust Company of Pitts¬ 
burgh in the sum of $1,100,000, with interest at the rate of 
5 l /> r f per annum, of record in the Recorder’s Office of said 
County in Mortgage Book, Vol. 2252, page 47, which mort¬ 
gage contains a provision as follows: 

“said payments of principal and interest to be made in 
gold coin of the United States of America of or equal to the 
present standard of weight and fineness at the office of said 
The Union Trust Company of Pittsburgh, Pittsburgh, Penn¬ 
sylvania, and without deduction from either principal or in¬ 
terest for or on account of any tax or taxes (excepting in¬ 
heritance or succession taxes and except the excess of any 
Federal income tax over two per cent. (2/£) per annum), 
and without deduction for any tax or taxes up to but not in 
excess of four (4) mills per annum on the principal amount 
thereof, assessed against or payable by the holder or hold¬ 
ers thereof, or any part thereof, under the laws of the State 
of Pennsylvania, which said Sisters or said The Union 
Trust Company of Pittsburgh, or any assignee or assignees 
of said The Union Trust Company of Pittsburgh, may be 
required or permitted to pay thereof or to retain or deduct 
therefrom under any present or future laws of the United 
States of America, or of the Commonwealth of Pennsyl¬ 
vania, or of any county or municipality thereof, said Sisters 
agreeing to pay any such tax or taxes insofar as they may 
lawfully do so;” 

said mortgage being executed in accordance with an order 
of the Court of Common Pleas of Allegheny County, Penn¬ 
sylvania, at No. 582 October Term, 1930. 
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3. On March 1, 1933 the hospital corporation having re¬ 
quested a conveyance of the property so held in trust, the 

said Sisters of the Third Order of St. Francis of the 

25 Diocese of Pittsburgh executed a conveyance there¬ 
for, reciting that the property had been held in trust 

for the hospital corporation, the said deed being of record 
in Deed Book, Vol. 2480, page 380. The said conveyance is 
made specifically subject to the said mortgage to the Union 
Trust Company, which the hospital corporation expressly 
assumed and agreed to pay in accordance with the terms and 
conditions thereof. The said mortgage was at all times 
considered by all of the parties as a debt of the hospital cor¬ 
poration and all payments of interest thereon were made 
by said hospital corporation. 

4. Each semi-annual installment of interest during the 
tax years involved herein was paid by the said St. Francis 
Hospital in a single check to the Union Trust Company. 
Subsequent to the delivery of the mortgage and on or about 
August 21, 1930 the said Union Trust Company executed 
and retained in its own records a “Declaration of Trust”, 
a copy of which is attached hereto marked “Exhibit A”, but 
no assignment or declaration of trust as to said mortgage 
was ever entered of record in the Recorder’s Office of Al- 
leghenv Countv, Pennsvlvania, and no notice of anv such 
declaration was ever given to said St. Francis Hospital, un¬ 
less as a matter of law receipt of the ownership certificates, 
Treasury Form 1000, referred to in paragraph 6 constitutes 
such notice. Said declaration remained in effect during the 
tax years involved herein. 

5. After the delivery of said mortgage the said Union 
Trust Company allocated various portions thereof to vari¬ 
ous estates of individuals for which it was guardian, 

26 trustee, agent or other fiduciary by notation upon its 
records that certain funds of these estates were in¬ 
vested in said mortgage, some of which estates were so 
small the income thereof was less than the income tax ex¬ 
emption. 
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6. As the semi-annual installments of interest were paid 
to said Union Trust Company the said trust company dis¬ 
tributed among the various estates referred to in para¬ 
graph 5 such portions of the interest payments as were 
applicable to such estates by reason of the allocation of their 
funds to said mortgage; and sent to the Sisters of the Third 
Order of St. Francis of the Diocese of Pittsburgh at their 
headquarters, or Mother House, in Shaler Township, Penn¬ 
sylvania, a number of forms (ownership certificate, Trea¬ 
sury Form 1000), showing the payments to such various es¬ 
tates, a copy of which is attached hereto and marked “Ex¬ 
hibit B” 

7. The Union Trust Company of Pittsburgh is a domes¬ 
tic corporation organized under the laws of the Common¬ 
wealth of Pennsylvania and has its principal office in the 
Citv of Pittsburgh, Alleghenv Countv, Pennsvlvania. 

EDW. J. I. GANNON 
i Atty for Petitioner 

J. P. WENCHEL CB 
Attorney for Respondent 
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27 3017 M/N 

“EXHIBIT A” 


Declaration of Trust 

Date: July 21st, 1930. 

Record M. B. 2252 Page 47 
Debt $1,100,000.00 

Interest 5M>%; Payable May & Nov. 1st. 

Location of Mortgaged Premises: 

Various Properties situate in Pgh., Pa., Boro of Millvale, 
Pa. and New Castle, Penna. 

In re Mortgage Sisters of the Third Order of St. Francis 
of the Diocese of Pittsburgh 

To the Union Trust Company of Pittsburgh 

The Union Trust Company of Pittsburgh, mortgagee 
above named, does hereby certify that the above recited 
mortgage and its accompanying bond, and all moneys se¬ 
cured thereby, are held in trust for the several estates in¬ 
terested therein to the extent of the contribution of each of 
said trust estates towards the principal thereof, as shown 
by the books of original entry, ledgers, vouchers, card and 
other records of the trust department pertaining thereto. 

THE UNION TRUST COMPANY OF 
PITTSBURGH 

By JNO H MOIR 

Vice-President 

Attest: 


B. I. PATTON 
Asst Secretary 
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In the United States Court of Appeals for the 
District of Columbia 


No. 7829 

St. Francis Hospital, petitioner 
v. 

Guy T. Helvering, Commissioner of Internal Revenue, 

RESPONDENT 


ON PETITION FOR REVIEW OF DECISION OF THE UNITED STATES 

BOARD OF TAX APPEALS 


BRIEF FOR THE RESPONDENT 


OPINION BELOW 

The only previous opinion in this case is an opinion of the 
United States Board of Tax Appeals (App. 6 et seq. 1 ), re¬ 
ported at 42 B. T. A. 1004. 

JURISDICTION 

This appeal involves withholding taxes for the years 1930, 
1931, 1932 and 1933 in the total amount of $3,008.99 and a 
25-percent addition to the tax as penalty in each year in the 
total amount of $752.25. The appeal is taken from the deci¬ 
sion of the United States Board of Tax Appeals entered Octo¬ 
ber 25, 1940. (App. 16.) The case is brought to this Court 
by petition for review filed January 2, 1941 (App. 2, 17), pur¬ 
suant to the provisions of Sections 1141 and 1142 of the 
Internal Revenue Code. 


‘References to “App.” are to the Appendix to Petitioner’s brief, unless 
-otherwise specified. 


(1) 
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QUESTION PRESENTED 

Whether the St. Francis Hospital was required by Section 
144 of the Revenue Act of 192S and Section 143 of the Reve¬ 
nue Act of 1932 to withhold tax upon the interest on its obli¬ 
gation, which interest was paid by the hospital corporation 
to The Union Trust Company of Pittsburgh, and distributed 
by the latter to certain estates, and whether a penalty for the 
failure to file returns was properly assessed. 

STATUTES AND REGULATIONS INVOLVED 

The pertinent statutes and regulations involved are set 
forth in the Appendix, infra, pp. 18-23. 

STATEMENT 

The facts found by the Board of Tax Appeals (App. 7 
et seq .) may be summarized as follows: 

On or about July 21, 1930, the Sisters of the Third Order 
of Saint Francis of the Diocese of Pittsburgh, in order to 
obtain funds for the erection of additional buildings for the 
St. Francis Hospital of Pittsburgh, executed, at the request 
of the hospital corporation, a mortgage for the sum of $1,- 
100,000, to The Union Trust Company of Pittsburgh, a do¬ 
mestic corporation. At this time, the Sisters held the land 
upon which the existing hospital buildings were built in trust 
for the hospital corporation. The mortgage provided in part, 
so far as here material, that- (App. 8): 

said payments of principal and interest to be 
made * * * at the office of said The Union Trust 
Company of Pittsburgh * * * and without de¬ 

duction from either principal or interest for or on 
account of any tax or taxes (excepting * * * the 

excess of any Federal income tax over two percent (2%) 
per annum), * * * which said Sisters * * * 
may be required or permitted to pay thereof or to 
retain or deduct therefrom under any present or future 
laws of the United States * * *, said Sisters agree- 
■ ing to pay any such tax or taxes insofar as they may 
lawfully do so. 

On March 1, 1933, at the request of the hospital corpora¬ 
tion, the Sisters conveyed the property to the hospital corpora- 
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tion subject to the mortgage, and the hospital corporation ex¬ 
pressly assumed to pay the mortgage debt according to its 
terms. The Board found, as stipulated by the taxpayer and 
the Commissioner, that the obligation had always been con¬ 
sidered the debt of the hospital corporation and that that 
corporation had made all the interest payments thereon. 

The interest payments were made by the delivery of a check 
to The Union Trust Company semiannually. After the de¬ 
livery of the mortgage and on or about July 21, 1930, The 
Union Trust Company executed and retained in its own rec¬ 
ords a “Declaration of Trust” which remained in effect dur¬ 
ing the tax years here involved. (App. 23.) The declaration 
stated that the mortgage and accompanying bond were held 
in trust for the several estates interested therein to the extent 
of their contributions. The Union Trust Company allocated 
the mortgage and bond secured thereby among various estates 
of individuals for which the Trust Company was guardian, 
trustee, agent or other fiduciary, by notations upon its rec¬ 
ords, showing that certain amounts of the various estates were 
so invested. The declaration of trust was not recorded and 
the hospital corporation was not notified of its execution un¬ 
less the receipt of ownership certificates, executed by or in 
behalf of the estates, be deemed to constitute notice. 

Upon receipt of the semiannual interest payments The 
Union Trust Company distributed to the various estates the 
portions of the interest payment to which they were entitled 
under the allocation and sent to the Sisters executed owner¬ 
ship certificates (Treasury Form 1000) showing the distribu¬ 
tion of the interest to the estates. 

The Commissioner determined that the hospital corpora¬ 
tion, the true debtor, was required by Section 144 of the Reve¬ 
nue Act of 192S and Section 143 of the Revenue Act of 1932 
to withhold taxes upon the interest paid. From the informa¬ 
tion contained in the ownership certificates the Commissioner 
prepared returns for the hospital corporation determining the 
amount of tax due for the several years and because of the 
failure of the hospital corporation to file returns added thereto 
25 per cent of the tax so determined pursuant to Section 291 
of the Revenue Acts of 1928 and 1932. 
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The Board decided that deficiencies were due for the sev¬ 
eral years in the amount determined by the Commissioner 
and that the 25 per cent penalty was also due. The taxpayer 
does not dispute the correctness of the computation, if there 
was a duty to withhold under the statutes. 

SUMMARY OF ARGUMENT 

Withholding of tax on interest on tax-free covenant bonds 
is not required by the revenue acts when the interest is 
“payable to” a domestic corporation within the meaning of 
those words as they are used in the revenue acts. Interest 
was not “payable to” a domestic corporation within the mean¬ 
ing of the revenue acts when that corporation is acting as 
trustee under a mortgage or as trustee for participating 
estates. “Payable to” as used in the revenue acts has refer¬ 
ence to interest payable to recipients who receive it in their 
own right for their own use. It is immaterial that the mort¬ 
gage terms may require payment of interest to a domestic 
corporation, such a corporation being a mere collecting agent. 
The rule against splitting a cause of action does not result in 
converting the trustee into the true creditor nor does the law 
of Pennsylvania governing the administration of trust estates 
by trust companies have a similar result. The taxpayer had 
notice that the true recipients of the interest were not domes¬ 
tic corporations. The imposition of the 25 per cent penalty 
is mandatory where no returns are filed. 

ARGUMENT 

I 

The interest was not “payable to” a domestic corporation 
within the meaning of the revenue acts 

It may be of assistance to point out at the start that the 
term “withholding” as applied to a tax-free covenant obliga¬ 
tion of a corporation, such as the obligation here involved, is 
somewhat misleading. Under the terms of the obligation, 
the debtor specifically agrees to withhold or deduct no tax 
from the interest payments and to pay income tax upon 
such interest up to two per cent in behalf of the creditor or 


o 


creditors. Where the debtor makes such an agreement, the 
practical effect of the statute is to require the debtor to pay 
the full amount of interest contracted for to the creditor or 
creditors and to pay to the Government a tax amounting to 
two per cent of such interest. 1 ' See 5 Paul & Mertens, Law of 
Federal Income Taxation. Section 49.04. If the creditor is 
not a domestic corporation, he is entitled to deduct from his 
income tax the income tax paid on his behalf by the debtor. 
Section 144 (d) of the Revenue Act of 192S. and Section 143 
(d) of the Revenue Act of 1932. See Fleming v. Commis¬ 
sioner, 36 B. T. A. 733. If the interest is payable to a domes¬ 
tic corporation no payment of tax (withholding) by the debtor 
corporation is required because such a creditor is not allowed 
the credit against his tax under the statutes. 

The taxpayer argues that since under the terms of the 
applicable sections of the Revenue Acts of 192S and 1932 
withholding of tax was required only if the interest upon the 
tax-free covenant obligation was “payable to an individual, a 
partnership, or a foreign corporation not engaged in fade or 
business within the United States”, it was under no duty to 
withhold taxes under the applicable sections of the Revenue 
Acts of 192S and 1932 because the interest was “payable to” 
a domestic corporation. It then must be determined whether 
the interest was “payable to” The Union Trust Company in 
the sense that the term “payable to” was used in the Revenue 
Acts. “Payable to” may have various meanings depending 
upon the context of its use. In considering this question it 
is important to bear in mind that The Union Trust Company 
acted in three capacities in this transaction: (1) Trustee un¬ 
der the mortgage; (2) agent or other fiduciary for the group 

3 Section 144 (a) (2) of the Revenue Act of 192S and Section 143 (a) (2) 
of the Revenue Act of 1932 provide that withholding shall not be required 
in the ease of a citizen or resident entitled to receive interest, if he files 
with the withholding agent a notice claiming the benefit of personal exemp¬ 
tion and dependent’s credit. If the net income of the person entitled to 
receive the interest does not exceed personal exemption and credit for de¬ 
pendents, no tax is paid by the debtor; if the income exceeds the personal 
exemption and credit for dependents the tax is paid by the debtor corpora¬ 
tion. Treasury Form No. 1000, the ownership certificate form, provides for 
the disclosure of this information. 
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of participating estates; and (3) trustee of the separate par¬ 
ticipating estates. The words “payable to” in the statutes 
have reference to the recipient of interest who receives it in 
his own right and for his own use. In neither of these three 
capacities did The Union Trust Company receive the interest 
in its own right for its own use. An examination of the ap¬ 
plication of the statutes to this situation clearly discloses that 
Congress intended that the words have the meaning above 
stated. 

The taxpayer urges that interest was “payable to” The 
Union Trust Company because the hospital corporation could 
discharge its duty under the mortgage to pay interest only by 
making payments to The Union Trust Company, the trustee 
under the mortgage. While it may be true that the hospital 
corporation was required by the terms of the mortgage to make 
the payments to the mortgage trustee, this provides no basis 
for the argument that the payments were not subject to with¬ 
holding. In the case of the ordinary corporate bond issue, the 
mortgage usually provides for the payment of interest to the 
trustee under the mortgage or a paying agent and the trustee 
or agent is required to pay over the interest to the various 
bondholders. The fact that the trustee under the mortgage is 
a domestic corporation has not hitherto been thought to ex¬ 
empt debtor corporations from making the tax payments under 
the revenue acts. The reason for this is plain if the whole 
scheme for the payment of tax at source is kept in view. Con¬ 
gress has allowed creditors, other than domestic corporations, 
the privilege of reducing their tax by the amount of the tax 
paid at source and has not limited the exercise of this privilege 
to instances where the interest payment is made directly to a 
taxpayer rather than through a collection agent or mortgage 
trustee. This credit is allowed in order to prevent double 
taxation of the same interest, and in order to allow holders of 
tax exempt covenant bonds to continue to get the benefit of the 
covenant for which they bargained. If it be held that with¬ 
holding is not required when interest is paid through a paying 
agent, many bondholders will not be entitled to the credit and 
will lose whatever benefits are attached to having some or all 
of the tax paid at the source for which they had bargained. 
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Congress never intended such a result. The first specific pro¬ 
vision for withholding of tax on interest on tax exempt bonds 
appears in Section 1205 (1) of the Revenue Act of October 
3, 1917. amending Section 9 (c) of the Revenue Act of 1916. 
A deduction from taxable income subject to normal tax of in¬ 
come for which tax had been paid at the source was provided 
by Section 5 (c) of the Revenue Act of 1916, as by Section II B 
of the Income Tax Act of 1913. since those two acts relied upon 
collection at the source much more heavily than the later 
acts. See Section II E of the Income Tax Act of 1913 and 
Section 9 (b) and (c) of the Revenue Act of 1916. Section 
221 (b) of the Revenue Act of 1918 provided for withholding 
of tax at the rate of two per cent 3 from interest on tax-free 
covenant bonds and Section 221 (d) provided for a credit of 
the tax paid at source against the creditor’s tax. So far 
as here material, this provision was substantially the same as 
the provisions of the 1928 and 1932 Acts here relied upon. 
Section 221 (b) of the 1921 Act, the 1924 Act, and the 1926 
Act had similar provisions. In none of these acts was the 
withholding provision limited to situations where the inter¬ 
est was payable directly to the creditor. The administration 
of the withholding provisions from 1918 has followed the 
theory that withholding tax on interest from tax-free covenant 
bonds depended upon the status of the person who received 
the interest in his own right and was required to report it as 
income. Evidence of this administrative practice is found in 
Articles 363 through 369 of Regulations 45 (1918 Act) wherein 
great care is taken to trace the actual ‘'owner” of the bond 
and to provide for the forwarding of information concerning 
such owner. Subsequent regulations are to a similar effect. 
See Articles 763 through 769 of Regulations 77 (1932 Act). 
Under these regulations the tax status of the “owner” of the 
obligation has been the information sought and the “owner” 


3 The rate was probably fixed at two per cent because that had been the 
normal rate under the Act of 1016 and withholding was required at the 
normal rate under fliat Act. Tax-free covenant bonds had been issued 
with that rate in mind. The normal tax rate was higher under rhe 191$ 
Act. 

::i 79::o—-ji- 2 
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is the person who is entitled to receive the interest for his own 
) use. Certainly it cannot be thought that the mortgage trustee 
or paying agent is an “owner” of the obligation. No exception 
' has been made in the regulations for cases where the interest 
was paid to a corporate trustee or paying agent in spite of 
the commonness of this arrangement. In the face of this 
consistent administration, Congress has passed the Revenue 
Acts of 1921.1926. 192S and 1932 without amending the appli¬ 
cable provisions in such a way as to change the administra¬ 
tion of the withholding provisions as applied to tax-free 
covenant bonds. The settled administrative interpretation of 
a statute applied over a long period of time should be ac¬ 
corded great weight. United States v. Hermanos Y. Com- 
pania, 209 U. S. 337. Repeated enactments of a statute with¬ 
out substantial change amount to implied legislative recogni¬ 
tion and approval of the administrative construction. Na¬ 
tional Lead Co. v. United States, 252 U. S. 140; Brewster v. 
Gage, 280 U. S. 327. It is. therefore, apparent that the Com¬ 
missioner has interpreted the statutes in accordance with 
Congressional intent, and that the words “payable to” have 
reference to the recipient of interest who receives the same 
in his own right for his own use. 

The Union Trust Company also acted in a fiduciary capac¬ 
ity for the group of participating estates, and as such fiduciary 
received the interest and paid the interest into the separate 
trust estates in accordance with their contribution to the loan. 
Such a group of estates is not an entity taxable as such under 
the revenue acts. Even if they were so taxable, the Trust 
Company, in paying a tax in their behalf would be acting 
only as an agent for them and would not be paying a tax 
upon its own income. As pointed out in the argument be¬ 
low, the revenue acts have reference to the persons or entities 
who receive the interest and who are taxable thereon. The 
obligation was no more “payable to” the company within 
the meaning of the revenue acts because it acted as agent 
for the group of participating estates than it was “payable to” 
the company because it was mortgage trustee. As stated 
above, the administrative practice has been to require with¬ 
holding of tax if the interest was payable to a creditor other 
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than a domestic corporation for his own right and use and 
this has been in accord with the Congressional intent. Fur¬ 
ther indication of the administrative practice is found in the 
provisions in the regulations having particular reference to 
fiduciaries. Article 374 of Regulations 45 (1918 Act) pro¬ 
vided that a fiduciary should execute ownership certificates on 
behalf of each estate or trust under its control, even if the 
bonds held by each estate were of the same issue. All subse¬ 
quent regulations have contained similar provisions. See 
Article 769 of Regulations 77 (1932 Act). This requirement 
clearly demonstrates that the administration of the withhold¬ 
ing provisions has consistently been to govern the requirement 
of withholding of tax on tax-free covenant bonds by the status 
of the estate or trust. A fiduciary acting for a group of 
estates whether an individual or a corporation is not treated 
by the regulations as the owner of the bonds. 

If the revenue acts be interpreted to mean that debtor 
corporations need not pay the tax in cases where a domestic 
corporation holds bare legal title to and collects interest on 
bonds as trustee for a group of estates, the effect will be to 
deprive many estates so administered whose assets are in¬ 
vested in tax-free covenant bonds of the benefits of having 
the tax paid at the source. This is surely not the intention 
of Congress. On the contrary, the history of the withhold¬ 
ing provisions show that Congress intended to allow bond¬ 
holders to retain the benefits of the covenant and enacted 
the withholding provision to provide a method of achieving 
that end. It is, therefore, apparent that when the revenue 
acts speak of interest “payable to” individuals, etc., they have 
reference to recipients of interest who receive it in their own 
right and for their own use, as found by the Board of Tax 
Appeals. The Union Trust Company did not receive the 
interest in its own right for its own use either as the trustee 
under the mortgage or as fiduciary for the group of partici¬ 
pating estates. Interest was not “payable to” The Union 
Trust Company within the meaning of the revenue acts. 

The taxpayer takes the position that it was not required 
to pay the tax if The Union Trust Company received the in¬ 
terest as fiduciary. This argument is apparently concerned 
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with the capacity of the trust company as a trustee of each 
separate trust. This theory, like the preceding one. would re¬ 
sult in depriving estates administered by domestic corporations 
of the benefit of having the tax paid at the source, which depri¬ 
vation is not contemplated by the revenue acts. The taxpayer, 
in support of its contention, relies upon the fact that The Union 
Trust Company, as fiduciary, was under a duty to make income 
tax returns for the estates and a statement found in the 
Prentice-Hall Service. The materiality of The Union Trust 
Company’s duty to make returns in behalf of some or all of 
the estates for which it acted as trustee is not clear. In mak¬ 
ing these returns The Union Trust Company did not return 
the interest received by it (as trustee) as its own income and 
pay tax thereon without taking credit for tax paid at source 
but made the returns as agent or trustee for each estate, tak¬ 
ing in behalf of those estates the credit for tax paid at source 
allowed by the revenue acts. The taxes paid by The Union 
Trust Company for the estates were not paid out of the com¬ 
pany’s funds but out of the estates’ funds. Trust estates are 
entities taxable as individuals under the revenue acts. Sec¬ 
tion 161 of the Revenue Act of 1932. Since they are not natu¬ 
ral persons, some agency must act for them; in this case The 
Union Trust Company. The fact that The Union Trust 
Company was obligated to make returns for the estates of the 
latters’ income in no sense makes The Union Trust Company 
the taxpayer or the interest “payable to’’ The Union Trust 
Company. 

The statement from 1940 Prentice-Hall (Pet. Br. 13) found 
in Vol. 2, p. 18,239, par. 18,324, relied upon by the taxpayer, 
is to the effect that the application of the withholding pro¬ 
visions of the statute to trust income depends upon the 
status of the fiduciary and not that of the settlor or bene¬ 
ficiaries and is taken from I. T. 2605, X-2 Cum. Bull. 192 
(1931). This Income Tax Unit ruling deals with the question 
of trusts set up for or by nonresident aliens or nonresident 
foreign corporations. The withholding provisions of the reve¬ 
nue acts dealing with such nonresidents are considerably 
different from that here under consideration. Two important 
differences are that, with respect to income payable to non- 


11 


resident aliens, the tax must be withheld at a higher rate and 
the withholding is not limited to interest on tax-free covenant 
bonds. See Section 144 (b) of the Revenue Act of 1928 and 
Section 143 (b) of the Revenue Act of 1932. In the ruling 
relied upon, the question considered was whether in the case 
of nonresident alien settlors or beneficiaries of a trust for 
which a domestic corporation was trustee, ownership certifi¬ 
cates should be filed in the names of the settlors or benefici¬ 
aries or in the name of the taxable entity, the trust estate. 
The Income Tax Unit ruled that for purposes of withholding 
the trust was deemed to be a domestic trust if the trustee 
was a domestic corporation and the withholding was to be 
at the rate required for citizens. The reason for this ruling 
is clear. Under the revenue acts the income received by a 
trust estate is taxable to it as a taxable entity and this income 
is not taxable to the beneficiaries or the settlor, with excep¬ 
tions not here material. Section 161 (a) and Section 162 
(b) and (c) of the Revenue Act of 1932. Since the with¬ 
holding provisions have reference to those who receive interest 
in their own right and who pay income tax thereon, and since 
the trust estate is the taxpaying entity which receives the 
income in its own right, the Income Tax Unit, when faced 
with the problem of classifying a trust estate as a nonresident 
alien or a resident for purposes of withholding, ruled that 
the domestic or alien status of the fiduciary (upon whom the 
revenue acts cast the duty of acting for the trust estate in 
tax matters since it cannot act for itself) should govern the 
rate of withholding. The fiduciary is the agent for the tax¬ 
able entity and is, therefore, closely identified with it. 
Furthermore, there was no reason to require withholding at 
the rates prescribed in cases where interest is directly payable 
to nonresident aliens. The purpose of the rather stringent 
withholding provisions applicable to nonresident aliens is to 
make certain that a tax is collected from such aliens on income 
arising from sources within the United States since non¬ 
resident aliens otherwise might not make an income tax re¬ 
turn to or pay taxes to this Government. However, a resident 
fiduciary having control of the distribution of income to a 
nonresident alien beneficiary is required to make a return and 
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pay the tax for the beneficiary. See Article 745 of Regula¬ 
tions 74 and 77. Accordingly, by allowing trust estates to be 
classified as domestic or otherwise in accordance with the 
status of the fiduciary, the Treasury Department ran no risk 
that interest ultimately distributed by the trust to a non¬ 
resident beneficiary would escape taxation. The ruling spe¬ 
cifically recognizes the trust estate as the taxable entity, as 
the actual recipient of the interest, and requires the debtor 
corporation to withhold tax at the same rate as that which 
would be required if the beneficiary of the trust were a resi¬ 
dent. It is, therefore, apparent that the ruling provides no 
basis for the contention that the status of the fiduciary as a 
domestic corporation governs the application of Section 144 
(a) of the Revenue Act of 192S and Section 143 (a) of the 
Revenue Act of 1932 to situations involving tax-free covenant 
bonds as applied to residents. Neither the fact that the 
trustee was bound to make returns in behalf of the estates 
nor I. T. 2605 provides any support for the contention that 
the taxpayer was not required to pay the tax because The 
Union Trust Company was acting in a fiduciary capacity. 

II 

The rule against splitting a cause of action and the provisions 
of Pennsylvania law do not make the interest “payable to” 
a domestic corporation within the meaning of the revenue 
acts 

As stated above, the revenue acts contemplate that the re¬ 
quirement of withholding under Section 144 (a) of the Rev¬ 
enue Act of 1928 and Section 143 (a) of the Revenue Act 
of 1932 is determined by whether or not the recipient of in¬ 
come in his own right for his own use (i. e., the true creditor) 
is a domestic corporation. The taxpayer argues that The 
Union Trust Company must have remained the true creditor 
after the allocation of interests in the mortgage debt to the 
estates because: (1) The debt could not be split up and as¬ 
signed because of the familiar rule against splitting a cause 
of action; and (2) under Pennsylvania law, the estates had 
no legal individual ownership in the mortgage debt. 
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(1) Assignment of the mortgage debt 

The taxpayer takes the position that the interest was “pay¬ 
able to” The Union Trust Company because without its con¬ 
sent the hospital corporation could not be required to pay 
either the principal or interest in numerous portions to numer¬ 
ous assignees, or be subjected to the possibility of numerous 
suits for which it had not bargained. This is simply another 
way of saying that The Union Trust Company was the collec¬ 
tion agent as trustee under the mortgage and that it could not 
assign this right to make collections to numerous individuals 
or estates when the taxpayer had contracted to pay one agent 
only. The Union Trust Company by the declaration of trust 
could and did part with all its rights as owner and transferred 
its whole interest in the bond and mortgage, leaving nothing 
in itself but the right to carry out the mechanical operations 
of collection. By this assignment the hospital corporation 
was not deprived of the right to make the whole interest 
payment to one institution and to be free from a multiplicity 
of suits for which it had bargained. The fact that the true 
creditors, the estates, had no right to proceed in their own 
names against the debtor but must have looked to The Union 
Trust Company for the protection of their interests by the 
bringing of suit and the distribution of interest does not con¬ 
vert The Union Trust Company into the true creditor. Not 
infrequently restrictive covenants in corporate mortgages pre¬ 
vent bondholders from bringing suit in their own names 
against a debtor or considerably limit their right to do so and 
require them to look primarily to the trustee for the safe¬ 
guarding of their interests. It has never been thought that 
the presence of such covenants has the effect of making the 
trustee the true creditor or a bondholder something less than 
the owner of the bond. 

(2) Pennsylvania law 

The Union Trust Company, acting pursuant to the pro¬ 
visions of the Act of April 11, 1929, P. L. 216, Laws of Penn¬ 
sylvania (1929), p. 512, then in force in Pennsylvania, as¬ 
signed to the several estates participating interests in the 
mortgage debt by appropriate notations upon its records. The 
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Act, in addition to providing for such assignments provided 
that a trust company might repurchase mortgages from the 
fund and substitute other mortgages therefor; and that no 
participating estate should be deemed to have “individual 
ownership” in the mortgage. It will be noted that the statute 
does not provide that the participating estate shall not be 
deemed to have ownership in the mortgage but refers to “indi¬ 
vidual ownership.” The purpose of the limitation is clearly to 
allow trust companies to manage estates efficiently by pooling 
the resources of a number of estates in making investments 
and to that end the owners of the undivided interests were pre¬ 
vented from suing in their own right, demanding that interest 
be paid directly to them, demanding "partition, and trom. 
exercising other rights which they might have had were their 
rights under the assignment not limited by statute. To the 
same end a trust company is authorized by the statute to 
remove mortgages from the mortgage pool and substitute 
others therefor. The estates are owners of the mortgage debt 
but some of the rights usually incidental to ownership are 
restricted in the interests of a common management of all 
the investments of the participating estates by the trust com¬ 
pany. In Blair v. Pennsylvania Co., 24 D. & C. 490, 493 and 
494, the court in speaking of the Act of May 5,1927, P. L. 777, 
which has provisions similar to the Act in question, said: 

One of the purposes of the act was to segregate con¬ 
trol of the mortgage from the beneficiaries and impose 
on the trustee the duty to protect the former’s invest¬ 
ment. The act specifically states that the cestuis que 
trustent shall have no individual ownership in the bond 
and mortgage and it necessarily follows that on fore¬ 
closure this separation of legal and beneficial interest 
continues * * *. 

The taxpayer inaccurately characterizes the rights of the 
participating estates as “less than those of a stockholder of a 
corporation.” (Pet. Br. 15.) The stockholder has no interest 
in any specific asset of the corporation. The estates here had 
a right to receive interest from the mortgage debt in the 
amount of their contribution so long as their assets were in- 


15 


vested in the mortgage debt. The right to receive income 
carries with it an equitable interest in the income-producing 
property (Blair v. Commissioner, 300 U. S. 5) and the fact 
that this equitable interest might be of uncertain duration, 
depending upon the judgment of the trustee, does not destroy 
its character as such. The Pennsylvania statute relied upon 
does not purport to vest in the trustee anything more than 
a bare legal title and to give to a trust company a greater 
flexibility of management than it might have under common 
law rules governing the conduct of trustees in the absence ( 
of the statute. In no sense does the statute vest in the ! 
trustee an equitable title in the mortgage debt or the right 
to receive the interest for its own use. 

Ill 

The taxpayer had notice of its duty to pay the taxes 

While the taxpayer may have had no notice of the execu¬ 
tion of the declaration of trust by The Union Trust Company, 
or the subsequent notations upon its record showing the ex¬ 
tent of the investment of the participating estates in the 
mortgage debt, the taxpayer had notice that the actual re¬ 
cipients of the interest were not domestic corporations and 
of its consequent duty to pay the taxes. This notice was 
given by The Union Trust Company to the taxpayer semi¬ 
annually immediately after the installments of interest were 
paid and this interest distributed by the company among the 
participating estates by the forwarding to the Sisters owner¬ 
ship certificate forms showing the payment of the interest 
to the estates. Notice to the Sisters, the original mortgagees 
as trustees for the hospital corporation, was notice to the 
latter. 3 Bogert, Trusts and Trustees, Section 593. It is not 
understood that the taxpayer contends that it did not receive 
the ownership certificates. The Union Trust Company was 
required to execute such certificates by the regulations. 4 


4 Art. 769, Regulations 74 (1928 Act) : Art. 769, Regulations 77 (1932 Act), 
both of which provide as follows: 

Ownership certificates in the case of fiduciaries and joint owners .— 
When fiduciaries have the control and custody of more than one estate 
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These executed forms showed the extent to which each estate 
had received interest and disclosed whether or not its income 
was such as to require a tax to be paid in behalf of the estate 
by the taxpayer. 5 The taxpayer objects that information as 
to the ownership of the several portions of the bond was use¬ 
less. that it was necessary for the debtor’s protection that it 
know the amount to be withheld at or before the time of 
payment. (Pet. Br. 7.) For the purposes of this case it is 
unnecessary to discuss what might be the merits of this con¬ 
tention were the situation presented one where the recipients 
of interest were nonresident aliens and the bond not a tax- 
free convenant bond. As indicated above, if that were the 
situation, the debtor having notice of the fact would be re¬ 
quired actually to withhold the tax from the amount payable 
to the alien. In this case, however, notice prior to the time 
of payment would have been of no more use to the taxpayer 
than immediately afterward for it had contracted not to with¬ 
hold the tax out of the amount of interest to be paid (if per¬ 
mitted by law to do so) and had agreed to pay this tax itself. 
Information as to how much tax would be payable upon the 
interest by reason of the tax-free covenant could in no way 
have altered the amount of interest to be paid. This infor¬ 
mation forwarded regularly by The Union Trust Company 
gave the taxpayer adequate notice of the participating owners 
and of its duty to pay the taxes. 

IV 

The imposition of the 25 per cent penalty for failure to file 

returns was mandatory 

Section 291 of the Revenue Acts of 1928 and 1932 requires 
that a penalty equal to 25 per cent of the tax shall be added 
to the tax in the case of a failure to file a return within the 
time required by law, except when a return is filed after 


or trust, and such estates and trusts have as assets bonds of corpora¬ 
tions and other securities, a certificate of ownership shall be executed 
for each estate or trust, regardless of the fact that the bonds are of the 
same issue. * * * 

8 It was from the information upon these certificates that the Commissioner 
made up the returns. 
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such time and it is shown that the failure to file a timely 
return was due to reasonable cause. The taxpayer here has 
filed no returns for the years involved. In discussing this 
provision, the United States Circuit Court of Appeals for 
the Ninth Circuit said in Edmonds v. Commissioner, 90 F. 
(2d) 14. 18, certiorari denied, 302 U. S. 713: 

The penalty assessed by the above-quoted statute is 
mandatory except in a single instance. That instance 
is where the taxpayer files a return, but files it after 
the time prescribed by law, and the failure was due 
to “reasonable cause and not to willful neglect.” Peti¬ 
tioner or his intestate do not come within the exception, 
because neither filed a return. 

See also Brown v. Commissioner, 35 B. T. A. Ill; Coursey v. 
Commissioner, 33 B. T. A. 1068; S. 1359, 2 Cum. Bull. 230 
(1920). 

CONCLUSION 

The decision of the Board of Tax Appeals should be 
affirmed. 

Respectfully submitted. 

Samuel O. Clark, Jr., 
Assistant Attorney General. 
Sewall Key 
Helen R. Carloss 
Carolyn E. Agger, 

Special Assistants to the Attorney General. 


May, 1941. 


APPENDIX 


Revenue Act of 1928, c. 852, 45 Stat. 791: 

Sec. 144. Withholding of tax at source. 

(a) Tax-free covenant bonds .— 

(1) Requirement of Withholding. —In any case 
where bonds, mortgages, or deeds of trust, or other 
similar obligations of a corporation contain a contract 
or provision by which the obligor agrees to pay any por¬ 
tion of the tax imposed by this title upon the obligee, 
or to reimburse the obligee for any portion of the tax, 
or to pay the interest without deduction for any tax 
which the obligor may be required or permitted to pay 
thereon, or to retain therefrom under any law of the 
United States, the obligor shall deduct and withhold 
a tax equal to 2 per centum of the interest upon such 
bonds, mortgages, deeds of trust, or other obligations, 
whether such interest is payable annually or at shorter 
or longer periods, if payable to an individual, a part¬ 
nership, or a foreign corporation not engaged in trade 
or business within the United States and not having 
any office or place of business therein: Provided, That 
if the liability assumed by the obligor does not exceed 
2 per centum of the interest, then the deduction and 
withholding shall, after the date of the enactment of 
this Act, be at the following rates: (A) 5 per centum 
in the case of a nonresident alien individual, or of any 
partnership not engaged in trade or business within the 
United States and not having any office or place of 
business therein and composed in whole or in part of 
nonresident aliens, (B) 12 per centum in the case of 
such a foreign corporation, and (C) 2 per centum in 
the case of other individuals and partnerships: Pro¬ 
vided further, That if the owners of such obligations 
are not known to the withholding agent the Commis- 

(1S) 
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sioner may authorize such deduction and withholding 
to be at the rate of 2 per centum, or, if the liability 
assumed by the obligor does not exceed 2 per centum of 
the interest, then at the rate of 5 per centum. 

(2) Benefitof Credits Against Net Income .—Such 
deduction and withholding shall not be required in the 
case of a citizen or resident entitled to receive such in¬ 
terest, if he files with the withholding agent on or 
before February 1 a signed notice in writing claiming 
the benefit of the credits provided in section 25 (c) and 
(d ); nor in the case of a nonresident alien individual 
if so provided for in regulations prescribed by the 
Commissioner under section 215. 

* * * * * 

(d) Income of recipient .—Income upon which any 
tax is required to be withheld at the source under this 
section shall be included in the return of the recipient, 
of such income, but any amount of tax so withheld shall 
be credited against the amount of income tax as com¬ 
puted in such return. 

***** 

Sec. 291. Failure to file return. 

In case of anv failure to make and file a return re- 
quired by this title, within the time prescribed by law 
or prescribed by the Commissioner in pursuance of 
law, 25 per centum of the tax shall be added to the tax. 
except that when a return is filed after such time and 
it is shown that the failure to file it was due to reason¬ 
able cause and not due to willful neglect no such addi¬ 
tion shall be made to the tax. The amount so added to 
any tax shall be collected at the same time and in the 
same manner and as a part of the tax unless the tax 
has been paid before the discovery of the neglect, in 
which case the amount so added shall be collected in 
the same manner as the tax. The amount added to the 
tax under this section shall be in lieu of the 25 per 
centum addition to the tax provided in section 3176 
of the Revised Statutes, as amended. 
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Section 291 of the Revenue Act of 1932. c. 209, 47 Stat. 169. 
is identical. 

Revenue Act of 1932. c. 209, 47 Stat. 169: 

Sec. 143. Withholding of tax at suorce. 

(a) Tax-Free Covenant Bonds .— 

(1) Requirement of Withholding. —In any case 
where bonds, mortgages, or deeds of trtfust. or other sim¬ 
ilar obligations of a corporation contain a contract or 
provision by which the obligor agrees to pay any por¬ 
tion of the tax imposed by this title upon the obligee, 
or to reimburse the obligee for any portion of the tax, 

, or to pay the interest without deduction for any tax 
which the obligor may be required or permitted to pay 
thereon, or to retain therefrom under any law of the 
United States, the obligor shall deduct and withhold a 
tax equal to 2 per centum of the interest upon such 
bonds, mortgages, deeds of trust, or other obligations, 
whether such interest is payable annually or at shorter 
or longer periods, if payable to an individual, a part¬ 
nership. or a foreign corporation not engaged in trade 
or business within the United States and not having 
any office or place of business therein: Provided, That 
, if the liability assumed by the obligor does not exceed 
2 per centum of the interest, then the deduction and 
withholding shall be at the following rates: (A) 8 per 
centum in the case of a nonresident alien individual, or 
of any partnership not engaged in trade or business 
within the United States and not having any office 
or place of business therein and composed in whole or 
in part of nonresident aliens, (B) 13% per centum in 
the case of such a foreign corporation, and (C) 2 per 
centum in the case of other individuals and partner¬ 
ships: Provided further, That if the owners of such 
obligations are not known to the withholding agent 
i the Commissioner may authorize such deduction and 
withholding to be at the rate of 2 per centum, or, if 
the liability assumed by the obligor does not exceed 
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2 per centum of the interest, then at the rate of 8 per 
centum. 

(2) Benefit of Credits Against Net Income. —Such 
deduction and withholding shall not be required in the 
case of a citizen or resident entitled to receive such in¬ 
terest, if he files with the withholding agent on or be¬ 
fore February 1 a signed notice in writing claiming the 
benefit of the credits provided in section 25 (c) and 
(d); nor in the case of a nonresident alien individual 
if so provided for in regulations prescribed by the Com¬ 
missioner under section 215. 

***** 

(d) Income of Recipient. —Income upon which any 
tax is required to be withheld at the source under this 
section shall be included in the return of the recipient 
of such income, but any amount of tax so withheld 
shall be credited against the amount of income tax as 
computed in such return. 

***** 

Treasury Regulations 77, promulgated under the Revenue 
Act of 1932: 

Art. 761. Withholding tax at source .— 

***** 

Withholding of a tax of 2 per cent is required in the 
case of interest paid to an individual or a partnership, 
whether resident or nonresident (see article 1318), or 
to a nonresident foreign corporation upon bonds or 
or other obligations of domestic corporations or resident 
foreign corporations (see article 1318) containing a tax- 
free covenant, except that if the liability assumed by 
the obligor in connection with such a covenant does 
not exceed 2 per cent of the interest, withholding is 
required at the rate of 8 per cent in the case of a 
nonresident alien or a nonresident partnership com¬ 
posed in whole or in part of nonresident alien individ¬ 
uals, and at the rate of 13% per cent in the case of a 
nonresident foreign corporation. However, withhold- 
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ing is not required in the case of interest payments on 
such bonds or obligations of a domestic or resident 
foreign corporation qualifying under section 119 (a) 
(1) (B), if made to a nonresident alien, to a partner¬ 
ship composed in whole of nonresident aliens, or to a 
nonresident foreign corporation. * * * If the 

owner of bonds or other obligations of a corporation 
containing a tax-free covenant is unknown to the with¬ 
holding agent a tax of 2 per cent must be withheld from 
interest thereon unless the liability assumed by the 
obligor does not exceed 2 per cent of the interest, in 
which case withholding must be at the rate of S per 
cent. 

***** 

Bonds issued under a trust deed containing a tax- 
free covenant are treated as if they contained such a 
covenant. * * * 

Where in connection with the sale of its property, 
payment of the bonds or other obligations of a corpora¬ 
tion is assumed by the assignee, such assignee, whether 
an individual, partnership, or corporation, must deduct 
and withhold such taxes as would be required to be 
withheld by the assignor had no such sale or transfer 
been made. 

* * * * * 

In the case of corporate bonds or other obligations 
containing a tax-free covenant, the corporation paying 
a Federal tax. or any part of it, for someone else pur¬ 
suant to its agreement is not entitled to deduct such 
payment from gross income on any ground, nor shall 
the tax so paid be included in the gross income of the 
bondholder. The amount of the tax may nevertheless 
be claimed by the bondholder as a credit against the 
total amount of tax due in accordance with section 
143 (d). * * * 

Art. 76S. Return and payment of tax withheld .— 
Every withholding agent shall make on or before 
March 15 an annual return on Form 1013 of the tax 
withheld from interest on corporate bonds or other 
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obligations. This return should be filed with the col¬ 
lector for the district in which the withholding agent 
is located. * * * 

Art. 769. Ownership certificates in the case of fiduci¬ 
aries and joint owners .—When fiduciaries have the 
control and custody of more than one estate or trust, 
and such estates and trusts have as assets bonds of 
corporations and other securities, a certificate of owner¬ 
ship shall be executed for each estate or trust, re¬ 
gardless of the fact that the bonds are of the same 
« # «. 

issue. 

Regulations 74, promulgated under the Revenue Act of 
1928, do not differ materially from the above-quoted regula¬ 
tions. 


U. S. GOVERNMENT PRINTING OFFICE: 1*41 




